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Fundamental Accounting 


By Stanley B. Tunick and Emanuel Saxe, 
PRENTICE-HALL, INc., New York, N. Y., 
1950. Pages: x + 914; $5.00. 


Professors Tunick and Saxe have written 
an excellent first-year accounting text. A 
cursory examination cf the book gives the 
impression of authority and accuracy. A 
more thorough reading ‘reveals the complete- 
ness of the coverage, the clear presentation, 
and the atmosphere of realism created by the 
authors. The work reflects the business and 
legal climate in which accountants work. 

The pedagogically sound “spiral” plan of 
presentation is used. The material is graded 
for difficulty and each new topic is carefully 
related to what has gone before. The ap- 
proach is through a study of the balance sheet 
equation, followed by a fairly quick develop- 
ment of elementary procedures. A complete 
accounting cycle—including a simple work 
sheet and statements—is presented by the end 
of Chapter 5. 

The text may be briefly outlined as fol- 
lows: after an orientation chapter on the 
business background of accounting and its 
usefulness to owners, management, and others. 
an accounting cycle for a service business is 
presented. This is followed by a chapter on 
the accounts of a trading business. Then, in 
order, come an introduction to business papers 
ind internal control, adjusting entries, the 
work sheet and classified statements, special 
journals and controlling accounts, and nego- 
liable instruments and interest. Next, the ac- 
counting for and control of cash are pre- 
sented, followed by a discussion of the 
voucher system. Four chapters are given to 
the partnership, including joint ventures, and 
three to the corporation. Following thereon, 
the topics include the sale of a business, 
manufacturing accounts and cost accounting, 
special ledgers—including the plant ledger 
and branch and subsidiary accounts, depart- 
mental accounts, the managerial uses of ac- 
counting—with a discussion of financial state- 
ment analysis and an introduction to budget- 
ing, the tax aspects of accounting, and an 
introduction to accounting theory. The last 
includes a discussion of accounting conven- 
tions, accounting standards, and doctrines of 
reporting. There is also an appendix present- 
ing a coded chart of accounts, with an ex- 
planation of its use. Each chapter is well 
summarized. 

This book is unique in many ways. The 
coverage of topics is much more complete 
than is usually found. And, as_ indicated 
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above, the illustrations portray practical situ- 
ations. Alternative procedures are given 
where indicated, always in accord with cur- 
rent practice. Thus, the student may be led 
to avoid congealing his attitudes into rigid 
one-way concepts, as he tends to do. 

‘he recommendations of the Committee on 
Accounting Procedure of the American In- 
stitute of Accountants are closelv tollowed. 
There are numerous references to the Ac- 
counting Research Bulletins. For example, 
the terms “Allowance for Depreciation” and 
‘Allowance for Bad Debts” are used instead 
of “Reserve for Depreciation” and “Reserve 
for Bad Debts” (Bulletin No. 34). Moreover, 
a profit and loss statement is called by that 
name. 

The work emphasizes the concept of in- 
ternal control. Whenever business papers are 
discussed, the authors have pointed out the 
internal-check aspects of their use. Intelligi- 
ble charts are used in explaining business 
procedures and in portraying the flow of 
work, and differences in procedures for large 
and small business are given. 

Special mention should also be made of the 
clarity of the illustrative material. For ex- 
ample, posting to control and subsidiary ac- 
counts, usually hard for the beginner to un- 
derstand, is so presented as to be practically 
self-teaching. 

There are many other outstanding features. 
The discussions of the partnership and cor- 
porate forms of organization are fine exam- 
ples of clarity and accuracy, and the chapters 
on negotiable instruments, manufacturing ac- 
counts, and financial statement analysis are 
especially well done. The tax chapter is con- 
siderably more complete than is usually found 
and presents the use of the tax calendar. The 
lucid chapter on accounting theory fills a 
real need. It is not unusual to find an ad- 
vanced student who has only a hazy idea as 
to what is meant by “accounting conventions” 
and “standards.” 

It is difficult to find anything wrong with 
this book. One inconsistency, however, may 
be mentioned. The entity convention is pre- 
sented. But in showing the effects of business 
activities on the fundamental equation, the 
transactions are explained as being those of 
the sole proprietor as an individual—not as 


those of the economic entity. This is, of 
course, the way the student thinks, but the 
concept should be corrected. Again, it may 


be objected that there is too much material 

for a two-semester course, but this is to he 

expected in a thorough treatment. The 

breadth of material allows for emphasis and 
(Continued on page 509) 
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mie Book Reviews 
cor- (Continued from page 508) 
“ail deemphasis in accordance with the objectives diligence may be given: (1) in discussing 
an of the particular course, and is much better, the use of the term surplus, it is pointed 
ond certainly, than a briefer book composed fer out that while the Subcommittee on Termi- 
Pot use in a specific school. nology of the A.I.A. Committee on Account- 
ioe The book is sufficiently flexible to be used ing Procedure favored the discard of the 
The either as the first course in a professional term, the Committee did not make that recom- 
sige accounting curriculum or fora terminal study mendation ; (2) the authors cite Randall vy. 
ak: in accounting by general business and other Bailey et al. [288 N. Y. 280 (1942) ] to show 
on professional students. ‘ that, in one jurisdiction at least, “surplus 
al The problem and question materials are from appreciation” may be available for divi- 
more than adequate. The questions are dends; (3) in the tax chapter, it is pointed 

ou thought-provoking and should lead to inter- out that Form 941 is used for reporting both 
oer esting class discussions. The problems are the old-age benefits tax and income tax with- 
pre- closely related to the corresponding text ma- held. . ; : ; 
‘il terial. They are divided into two groups. The work is plainly but interestingly writ- 
the each providing similar matter, making it pos- ten, the illustrations are clear and numerous, 
Ayer sible to give alternate assignments. Redund- and the presentation is realistic. The use of 
se ant repetition of procedures in the problems this text. should conserve both the student’s 
— has been reduced as far as_ possible; the im- and the instructor's time. i" 

" he portant ideas stand out. Two practice sets Professors Tunick and Saxe have made a 
aie are provided. : 2 ‘ : real contribution to accounting literature. 
sala? [The above discussion of outstanding fea- 

he tures does not do the text full justice. An Witit1aAmM H. CHILps 
The appreciation of the scholarship permeating Cornell University 

pore the book can be had only from a careful read- —_[thaca, N. Y. 

ing. Three random examples of the authors’ (Continued on page 510) 
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Book Reviews 


(Continued from page 509) 


Essentials of Cost Accounting, 

2nd Edition 

By John G. Blocker. McGraw-Hii Book 

Company, Inc., New York, N. Y., 1950. 

Pages: xi + 441; $4.50. 

This book is a revision of the first edition 
which was published in 1942. Its scope is 
indicated by the following listing of its 
eighteen chapters: 


Chapter Title 
I Objectives of Cost Accounting 
II Cost Classification and Controlling 
Accounts 
III Material Purchasing, Issuance, and 
Accounting 


IV Material Valuation and Inventory 

V_ Control of Labor Costs 

VI Payroll Accounting 

Control and Distribution of Over- 

head Costs 

Job Order Costs: General Princi- 

ples; Material and Labor Costs 

IX Job Order Costs: Overhead Dis- 
tribution 

X Job Order Costs: Departmental 
Overhead Rates; Statements 

XI Process Cost Accounting 


XII Process Cost Accounting 
(Continued) ; 

XIII Standard Costs: General Princi- 
ples; Standards for Material, La- 


bor, and Overhead 


XIV Accounting for Standard Manufac- 
turing Costs 
XV _ Distribution Cost Accounting 
XVI Standards for Distribution Costs 
XVII Control and Accounting for Ad- 
ministrative Costs 
XVIII Differential Cost Analysis 


The order of presentation is logical. Before 
establishing a complete framework of cost 
accounts, the author presents material, labor, 
and overhead costs in some detail. Their 
interfelation is further developed in subse- 
quent chapters on job order and process cost 
accounts in which the complete cost struc- 
ture is thoroughly presented. Standard Costs 
are treated next and the author concludes 
with what he calls * ‘a special application of 
cost accounting.” This is his chapter on dif- 
ferential cost analysis. 

Those who are familiar with the first edi- 
tion will find this edition a considerable im- 
provement over its predecessor. The author 
has eliminated the chapter dealing with the 
voucher register. The chapter on budgeting 
has been eliminated although not the mate- 
rial on budgetary control which is skillfully 
developed wherever it is related to cost ac- 
counting. The material on joint costs and 
by-products has been deleted because the au- 
thor considers it too specialized for a survey 
course, 

The principal revision is the inclusion of 
the material on differential cost analysis. 
Cost accountants should be in the best posi- 
tion to understand and to interpret cost data. 
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All too often they have left the job of inter- 
preting and applying their findings to others 
who are far less qualified to deal with the 
results of the accounting process. Professor 
Blocker is to be commended for his straight- 
forward manner of dealing directly with dif- 
ferential cost analysis instead of leaving it 
to be implied, as is all too frequently the 


case. 
CHARLES W. 
Columbia University 


New York, N. Y. 


Wills, Executors, and Trustees 

By William J. Grange, Walter R. Staub, 

and Eugene G. Blackford. THe RONALD 

Press Company, New York, N. Y., 1950. 

Pages: xii + 546; $6.00. 

This is a handy desk-book which should 
prove of suggestive value to trust company 
officers and employees, lawyers, public ac- 
countants, and other persons concerned with 
the administration of decedents’ estates. Its 
scope is so broad that only in simple estates 
could it be a book of last resort. This book 
which has a total of 546 pages is an improve- 
ment in this respect over the 1933 edition 
which had 300 more pages. The first edition 
in 1921, entitled Wills, Estates, and Trusts 
and written by Thomas Conyngton, Harold 
C. Knapp, and Paul W. Pinkerton, was a 
two-volume one with a total of 825-pages. 

The present book has four parts, dealing 
respectively with The Law of Wills and In- 
testacy, Administration of Estates, Trusts 
and Trustees, and Accounting for Estates and 
Trusts. Parts I and IV have ten chapters 
each, and the two other parts have twenty 
each. There are 94 forms, a Table of Con- 
tents, a Table of Cases cited in the text, and 
an Index of 15 double column pages. 

The 31 forms described as used in the Sur- 
rogate’s Court of the County of New York, 
N. Y., are the same as the forms printed in 
the 1933 edition, although slightly condensed 
in space. In practice, practically all of these 
forms are supplied in printed form by the 
Surrogate’s office, and a wise lawyer uses the 
forms given to him in order to expedite the 
processing of them by the clerks of the vari- 
ous departments in the Surrogate’s office and 
court. The 38 pages which they require, it 
seems could be reduced to five or six pages of 
listing and brief descriptions. The forms as 
printed could not safely be used in any of the 
four other counties in New York City, and 
they certainly could not be used in any other 
county of New York or of the other 47 
states or in the District of Columbia. De- 
tailed forms are local matters. 

In a field as litigious as probate work, there 
are many differences of opinion on points of 
law, matters of administration procedure, and 
forms of accounting. A short book review is 
no place for the discussion of any of them. 

Harotp DupLEY GREELEY 
New York, N. Y. 
(Continued on page 513) 
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BARTON’S New Tenth Edition 


FEDERAL INCOME, 


ESTATE & GIFT TAX LAWS, 


CORRELATED 





THE INTERNAL REVENUE 
CODE PROVISIONS 


Covering Income, Estate and Gift Taxes 
in effect from 1944 to 1949 are corre- 
lated, bringing the author’s correlated 


laws up to date. 
ALL AMENDMENTS 


Since January 1, 1944, are inserted in 
different kinds of type showing exact 
language of amended sections before and 
after amendment. 


YEAR AND SOURCE OF ORIGIN 


Of each Income, Estate and Gift Tax 
Section are shown with 


CROSS REFERENCES 


To the author’s Second and Eighth Edi- 
tions (which have been reprinted in one | 
volume) and to his Ninth Edition where 

each such section as originally enacted | 
in prior Revenue Acts may be read. 
Across the eight corresponding pages of 
these three former editions and the new 


th Edition. 


THE LEGISLATIVE HISTORY 
Of any given provision of the Code cov- 
ering Income, Estate and Gift Taxes from 
1913 to 1949 may be traced instantly by | 
reading and comparing the exact lan- 
guage in effect during these 37 years. 


SECOND & EIGHTH EDITIONS (1913-1938) 


NINTH EDITION (1939-1943) 


NEW TENTH EDITION (1943-1949) 


NOW AVAILABLE IN THREE VOLUMES 


Price $35.00 Per Volume 
All 3 Volumes in One Order, $90.00 


inental Bldg. Washington 5, D. C. 


TAX LAW PUBLISHING CO. | 


| 


| 
| 
| 
| 


—————— Clip and Mail Today -—~—-—--—---~-~ 








ACCOUNTANTS 





You and your clients can now 
join our 1% million insureds 


Save yp 70 
20% on 


AUTO 
INSURANCE 


Private Passenger Autos 
Local & Long Haul Trucks 


V REDUCED RATES 


Authorized by the New York State Insur- 
ance Department. 


V NON-ASSESSABLE 


Standard policies backed by over 
$47,000,000 in assets. 


V IMMEDIATE SERVICE 


Call WAdsworth 8-8339 or LUxembourg 
2-1930. Ask for Martin Bernstein for 
Prompt Friendly Service. 





MARTIN BERNSTEIN, AGENT 
23 W. 45 St., New York 19,N. Y. 


e 
| am interested in further details 
about your auto insurance. 


ID sis diionseccteuaseeeeeeeee 


ETO IT WW hs sccecoe 


SPITE biiineins consnreinmaag enamel 


& 
Farm Bureau Mutual Auto Insurance Co. 
Home Office «© * Columbus, Ohio 
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BUSINESS AND PERSONNEL OPPORTUNITIES 


Help Wanted: 
Situations Wanted: 
Business Opportunities: 


20¢ a word, minimum $5.00. 
10¢ a word, minimum $2.00. 
15¢ a word, minimum $3.00. 


Box number, if used, counts as three words. 


Closing Date—15th of month preceding date of publication. 





BUSINESS OPPORTUNITIES 


Mail and tiene Service: Desk provided 
for interviewing. $5.00 per month. Directory 
Listing. Modern Business Service, 505 Fifth 
Avenue, New York (42nd Street). 


having moderate practice, excel- 
available for managing 
arrangement with 

30x 292, New 


CPAs 
lent pales? See Sete 
practice or partnership 
overburdened accountant. 
York C.P.A. 

C.P.A., Society member, desires to expand by 
purchasing accounting practice in New York 
or vicinity. Replies strictly confidential. Box 


295, New York C.P.A. 
Practice or Accounts Wanted 
C.P.A., own practice, desires to expand. will 


purchase moderate practice or individual ac- 
counts in N. Y. C., or ‘ne area. Box 
296. New York C.P.A 


Staff accountant, six years dieeilial experi- 
ence with national firms, desires association 
with medium or small office. Excellent train- 
ing and fine references. Box 297, New York 
C.P.A 


C.P.A., 34, Society member, desires to pur- 
chase moderate practice or partnership inter- 
est. Substantial down payment. Box 300. 
New York C.P.A 

C.P.A. offers per diem services monthly in 
exchange for New York City (Manhattan) 
office space. Box 301, New York C.P.A. 


CoP A; Radia A.I.A. member, aia 
practice; will manage or purchase practice of 
overburdened or retiring accountant or estate. 
Own car; willing travel metropolitan area. 


Box 303, New York C.P.A. 


34, Society pert own modest 
practice, has free time available to service 
accounts on percentage or fee basis, or to 
relieve overburdened accountant. Also avail- 
able per diem basis. Former Revenue Agent. 


Box 305, New York C.P.A. 


GEA, 


SITUATIONS WANTED 


C.P.A., 7 years diversified public accounting 
experience, sceks responsible position in pub- 
lic or private accounting preferably as assist- 
ant to busy practioner or executive. Box 
293, New York C.P.A 


C.P.A., young, married, 7 years diversified 
public accounting wisi Hel Available 3-4 
days weekly. Member A.I.A. and State So- 
ciety. Box 294, New York C.P.A. 


C.P.A., 10 years varied experience seeks per 
diem work—Nassau, Suffolk, Queens Coun- 
ties. Have car. P. O. Box 25, Great Neck, 





Accountant on staff of large public firm de- 
sires position involving tax work—private in- 
dustry or public accounting. Several years 
experience with national firm. Excellent edu- 
cational background. Box 298, New York 
CPA 





Private Business 


Staff man of top public accounting firm, with 
several years of experience and fine educa- 


tion, seeks connection with commercial or 
industrial enterprise. Box 299, New York 


CePA 
Accountant, single, 24, veteran, now employed 
public accounting. Two year’s experience, 
audit, writeups, statements. Desires change 
position. Box 302, New York C.P.A. 


C.P.A., 1934; law degree; responsible, di- 
versified experience; desires association with 
overburdened accountant; objective partner- 
ship or other arrangement; investment con- 
sidered. Box 304, New York C.P.A. 


Attorney, master’s degree in accountancy, 
former chief area rent attorney and also chief 
attorney in price control—seeks association 
with accounting firm. Box 306, New York 
CPx. 
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Book Reviews 
(Continued from page 510) 
The Double Taxation Conventions 


By F. E. Koch. Stevens & Sons LiMiTED, 
London, England, 1950. Pages: xv + 185; 
25s. net. 

The Double Taxation Conventions is a sup- 
plement to Volume I—Ta-vation of Income. 
Since the publication of Volume I, the Dou- 
ble Taxation Convention with Australia has 
been given the force of law, and the Govern- 
ment of the United Kingdom has concluded 
relief conventions with the Dominion of New 
Zealand, with the Netherlands, with Sweden 
and with the Republic of Ire’and, and has 
made arrangements for relief from Double 
Taxation with the Governments of various 
smaller countries within the British Com- 
monwealth of Nations. 

The foregoing conventions are treated in 
the Supplement in addition to the United 
States and Canadian conventions. The full 
text of each Conventicn is set forth and 
through extensive footnotes and cross refer- 
ences the author succeeds in clarifying a diffi- 
cult subject. As international trade increases, 


‘the information contained in the book, there- 


fore, becomes of greater value to the tax 
practitioner whose clients deal with the 
United Kingdom. 

Epwarp WHINSTON 


New York, N. Y. 





DEPENDABLE 


Employment Agency 
220 W. 42nd St. N.Y.18 


BRyant 9-7666 


We Specialize 
in servicing Accountants and 
their clients with dependable 
male and female personnel 





¢ COMPTROLLERS ¢ BOOKKEEPERS 

© OFFICE MANAGERS Full Charge 

e ACCOUNTANTS Assistants 
C.P.A.’s e SECRETARIES 
Seniors, Semi-Srs. ¢ STENOGRAPHERS 
Juniors e TYPISTS 

e SALES e CLERKS 

Established 1939 
Wm.Schnuer, BBA, MBA Shirley Schnuer 
Licensee Licensee 











APPRAISALS 


Made by qualified experts in all lines 


STANDARD APPRAISAL COMPANY 
B 


OSTON 
PHILADELPHIA + Se See CHICAGO 
PITTSBURGH NEW YORK, N. Y. ST. LOUIS 


Pookkecpers 


UNLIMITED 





The 4mployment Agency for Bookkegpors 


OURS IS A SPECIALIST ORGANIZATION, PROVIDING 
RESPONSIBLE AND THOROUGHLY EXPERIENCED 
BOOKKEEPING PERSONNEL — 2xchcswely, 














299 MaDIsON AVENUE - NEW YORK I7 + MUrray Hill 7-382! 








MANUFACTURERS OF 


YOUR AUDIT REPORT COVER 


has a voice of its own, and what it 
has to say about you is important, 
since it speaks to your clients. 

Write for samples of carefully 
selected report covers, engraved 
and printed. Enclose sheet of re- 
port paper or your present cover. 
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FALL TERM 


1950-1951 


TWO IMPORTANT COURSES 
FOR TAX PRACTITIONERS 










Refresher Course 


FEDERAL INCOME TAXES TODAY 
(TENTH YEAR) 


Time: Fifteen weekly sessions, 30 hours. Tues- 
day evenings, 6:15-8:00 p.m. September 26 
to January 16. 


Place: ‘The University’s Washington Square 
Center. 


Lecturer: DAVID BOYD CHASE, member of 
the Bar (New York and New Jersey) ; Mem- 
ber, Committee on Bureau Practice and Pro- 
cedure, American Bar Association; Chairman, 
New York University Tax Study Group. 
Firm: J. K. Lasser and Company 


Nature of Course: Designed to digest and re- 


view, in the light of constantly changing de- 
cisions and interpretations, the provisions 
and patterns of federal income taxes. Of 
value to treasurers, comptrollers, lawyers, 
accountants. Among topics are: 


Capital Gains and Losses 


Problems of Corporations, Small Corpo- 
rations and Partnerships 


Family Transactions 

Mergers, Consolidations and Reorganiza- 
tions 

Business Insurance, Life Insurance, Annui- 
ties 


Registration: By mail or in person at the Divi- 


sion of General Education or by mail to the 
address below. 


Fee: $40.00. Single lectures: $4.00. 
For printed folder T-2, call SPring 7-2000, 


extension 843, or address 





Course for Experts 


NINTH ANNUAL INSTITUTE ON 
FEDERAL TAXATION 
Time: Ten days of intensive study. Nov. 8-17. 
Day sessions, 9:30 a.m.-5:30 p.m. Many 
evening clinic sessions. 


Place: Barbizon Plaza Hotel, 58th Street and 
Sixth Avenue. 


Lecturers: Over 100 experts and advanced stu- 
dents of Federal Taxation. 


Nature of Sessions: Intended for the advanced 
practitioner who has specialized in Federal 
Taxation. Lecturers will present concise and 
practical analyses of procedures and me- 
chanics to be followed in difficult .tax prob- 
lems. Among topics are: 


Tax Problems Relating to Life Insurance 
Estate Planning 

Tax Problems of the Partnership 
Problems of the Operating Business 


Problems Arising from the Relationship 
of Corporation and Stockholder 


The Parent-Subsidiary Relationship 


Corporate Reorganization 


Registration: Advance registration of 200 al- 


ready received from over 25 states. Early 
application is advised. 


Fee: Tuition $95.00. Dinner fee: $5.00. 
For printed folder T-1, call SPring 7-2000, 


extension 843, or address 
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Presentation in Financial Statements Where 
Mortgage Exceeds Depreciated 
Cost of Property 


By ALEXANDER M. STOLLMEYER, C.PA. 


+ ig primary purpose of this paper 
is to try to stimulat2 interest in a 
topic on which little published material 
from the accounting viewpoint is avail- 
able. This topic concerns the account- 
ing problems arising when the owner of 
overencumbered property is not liable 
on the mortgage; that is, when the 
owner holds an equity in property sub- 
ject to a mortgage on which he is not 
personally liable and the mortgage is in 
excess of the carrying value of the 
property. 

Undoubtedly a number of you are 
familiar with the topic. Perhaps we can 
determine, through discussion, some of 
the different methods that may be em- 
ployed in dealing with the problems, 
particularly as they may affect presen- 
tation in the financial statements. 

In general there are three major 
problems to be considered: 
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1. How are the mortgages to be 
presented in the financial state- 
ments ? 

2. What are we to do about com- 
puting depreciation ? 

3. What to do when the mortgage 
exceeds the depreciated cost of 
the property? 

Naturally, they are all interrelated. 

Before moving on to further discus- 

sion, it may be well to consider the cir- 
cumstances under which these problems 
occur and the reasons why they occur. 
Generally, they are encountered in the 
presentation of financial statements of 
persons or companies owning and oper- 
ating real estate, such ownership being 
confined to relatively small equities in 
the properties. The reasons the prob- 
lems arise lie in the nature of the opera- 
tion. The owner is interested primarily 
in carrying on a business in operating 
real property, renting space and per- 
haps selling his equity at a profit. He 
is, or should be, skilled in property 
management and have a knowledge of 
property values; he is definitely not in- 
terested in investing large sums of 
money in any one parcel of real estate 
as such. The nature of this operation 
must not be lost sight of; it carries with 
it an underlying philosophy which can- 
not be overlooked when we express an 
opinion as to whether or not the finan- 
cial statements of such companies do in 
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fact present fairly their financial posi- 
tion and results of operations, 

For purposes of illustration let us 
assume that a company purchases a 
property (assuming for ease in illustra- 
tion that the entire amount is deprecia- 
ble) for $100,000, subject to a mort- 
gage of $95,000; the cash put up is 
$5,000. Depreciation is to be computed 
at 2% per annum. The concern has a 
capital of $20,000, cash of $20,000 and 
liabilities of $5,000. [t is not directly 
liable on the mortgage. 


Presentation of the Mortgage 

in the Balance Sheet 

First, let us consider the presentation 
of the mortgage in the balance sheet. 
On the grounds that the company is not 
liable on the mortgage, it is generally 
considered preferable to deduct the 
amount thereof from the property 
rather than to include it among the 
liabilities ; after all, it is not a liability. 
Conditions may exist, however, where 
the latter treatment is preferable even 
though liability may not exist; for ex- 
ample, the mortgage may be subject to 
high and continuous amortization pro- 
visions. Such a situation is not uncom- 
mon and where it exists (particularly 
outside of real estate operating com- 
panies), it is probably preferable to 
include the mortgage among the liabili- 
ties with, perhaps, an explanatory foot- 
note. 

As noted previously, however, in the 


Assets 


CAS OCR a eee $20,000 
Real Estate... .... $100,000 
Less: Mortgage 

5,000 


oe 95,000 
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Depreciation 

Next, operations commence and we 
are faced with the second problem, de- 
preciation. We decide to compute it 
in the orthodox fashion at 2% on the 
gross asset, or $2,000 per annum; after 
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real estate field, our operator generally 
is not interested in tying up any more 
of his capital in one property than is 
necessary. If amortization provisions 
are onerous, he will endeavor to have 
the mortgage refinanced on more favor- 
able terms. In this way he may be able 
to limit his investment to ownership of 
a relatively small equity over a consid- 
erable period of time. He may then 
employ his excess capital more favor- 
ably in the acquisition uf equities in 
other properties. 

Where the nature of a company’s 
operation conforms to this pattern, we 
have an investment in equities rather 
than in real estate as such, and, if we 
are to present fairly the financial posi- 
tion, the balance sheet should be pre- 
pared in such a way as to indicate this 
condition. The most effective method 
of presentation under the circumstances 
is to deduct the mortgage from the 
property on the asset side of the balance 
sheet. In addition, for clarification, a 
footnote might be added to indicate that 
the company is not directly liable on 
the mortgage, and the liability caption 
on the balance sheet should indicate 
that the amounts shown do not include 
amounts which may have to be paid on 
the mortgage. 

The balance sheet of the company in 
the illustration assumed, i:nmediately 
after purchase of the property would 
appear as follows: 


Liabilities and Capital 


Ra ponerse keeled $ 5,000 
OUINE oles Corde cata pes 20,000 
$25,000 


all, the building depreciates and we. 
have to make an allowance for that. 
Assume that two years’ operations 
have gone by and we have broken even 
after providing depreciation; there is 
no amortization to be paid for the 
present. Our balance sheet is now: 
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Presentation in Financial Statements Where Mortgage Exceeds Depreciated Cost 








Assets 
SRS eee $24,000 
Real Estate ...... $100,000 
Less: Depreciation 4,000 
96,000 
Less: Mortgage... 95,000 1,000 





$25,000 


Liabilities and Capital 


Liabilities ........ OPT 
CO es acwhackaa Ket 20,000 
$25,000 





So far so good. Next, we have two more years of break-even operations. Our 


balance sheet now shows: 








Assets 
CES 1 A Ree $28,000 
Real Estate ...... $100,000 
Less; Depreciation 8,000 
$92,000 
Less: Mortgage.:. . 95,000 (3,000) 
$25,000 


Obviously, something must be done: 
we have seen debit items on the liability 
side, like deficits, but never this! Have 
we made a mistake? Or is there an 
answer to it? 

There may be those who will claim 
we have made a mistake and over- 
depreciated our asset; i.e., taken depre- 
ciation on something we do not own. 
They say that all we own is a $5,000 
equity and our depreciation cannot ex- 
ceed that amount ; that actually we have 
made a $3,000 profit. As proof, they 
conclude that we can walk out of the 
building tomorrow, abandon it to the 
mortgagee, and still have $23,000 net 
assets free and clear, or a profit of 
$3,000 for the four years. 

In many respects there is a measure 
of truth in this aspect of the problem; 
something, perhaps, that raises a ques- 
tion as to the propriety of our usual 
or orthodox approach to the subject 
of depreciation, which generally is to 
provide for recovery of the cost of 
fixed assets by provisions from income. 
The emphasis is on the necessity for 
recovering cost of the asset. Perhaps 
the emphasis should be on the distinc- 
tion between income and return of 
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Liabilities and Capital 


a eee ee ~-+- $ 5,000 
CHORE iv caicsecianieeeen _ 20,000 
$25,000 


capital (and I refer to dollar capital 
invested and not the fluctuating cost 
of replacing assets). A provision for 
depreciation is necessary to safeguard 
our capital and prevent overstatement 
of income. When our capital has been 
recovered there is no further need for 
depreciation. Under this approach, 
when we have recovered our capital in- 
vestment in the building, which here 
is $5,000, we should stop providing for 
depreciation. If we had reason to be- 
lieve that our equity in the building was 
to remain at the original $5,000, we 
would probably all agree that depreci- 
ation should stop at that amount. Un- 
fortunately the problem is not -that 
simple; there are complications. 

First, there comes the mortgagee to 
upset our calculations by demanding 
amortization. He demands, and the 
owner agrees to pay amortization on 
the basis of earnings ; one-third of earn- 
ings before depreciation (incidentally, 
our mortgagee is not worried about 
this depreciation “stuff” although, per- 
haps, he should be, inasmuch as he is 
the one with the large investment). 
Assuming we make $18,000 profit be- 
fore depreciation. the. following year 
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and provide the usual $2,000 for de- 
preciation, we have to pay the mortga- 


gee $6,000 and our balance sheet will 
show: 








Assets 
eee $40,000 
meal Estate. «<2 $100,000 
Less: Depreciation 10,000 
$ 90,000 
Less: Mortgage .. 89,000 1,000 
$41,000 


Liabilities and Capital 


RI oui 6 bas kan daasce $ 5,000 
Earned Surplus ...... 06. 6.4. 16,000 
STE TET OE Ere 20,000 

$41,000 





Now, we seem to be straightened out 
again; we have a net asset once more 
for real estate, $1,000. The following 
year we may have a loss, however, and 
once again will be right back with a 
net credit balance in the real estate 
account. 

Perhaps the solution is to provide 
depreciation annually at 2% of the 
gross asset, but never in excess of our 
equity in the aggregate; the theory 
being that depreciation as it occurs 
first affects the equity owners; there- 
fore his equity, if sufficient, should be 
affected at a rate up to $2,000 per 
annum. On the other hand, it has been 
argued that, unless we provide depreci- 
ation at the regular rate each year, it 
results in misleading fluctuations in the 
income account and does not portray 
the true earning power of the building 
as a unit. This may be true, but there 
is a question as to whether we are 
trying to determine the earning power 
of the building or the net profit actually 
made by the owner. 

There are still other complications to 
plague us, however. The next year we 
find that our operator has been able 
to put over a ‘good deal and has re- 
financed his mortgage (again avoiding 
liability on the new mortgage), obtain- 
ing a new advance of $110,000 of which 
$89,000 is used to pay off the old 
mortgage. Our accounts now show an 
increase of $21,000 in the cash position 
(the difference between the new and 
old mortgages) and a corresponding 
change in the net equity in the building. 
This latter figure has changed from a 
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debit balance of $1,000 to a credit 
balance of $20,000. 

It now becomes obvious that our 
ideas of solving the whole problem by 
curtailing depreciation were entirely 
academic. What does this new credit 
represent? Basically, it reflects an in- 
crease in the market value of the prop- 
erty on which the company has been 
able to borrow money. Actually, the 
company, not being liable on the mort- 
gage, has no liability for the money it 
has just borrowed; the property could 
be abandoned to the mortgagee forth- 
with and the net excess of the mortgage 
over the depreciated property cost con- 
verted into a realized profit. 

For this reason the credit balance in 
our net property accounts is in the 
nature of a temporary surplus credit. 
It is not realized, and therefore not 
earned surplus, until we dispose of the 
building. To the extent it arises from 
increasing the mortgage it is somewhat 
similar to surplus from appreciation 
of property. To the extent it arises 
from depreciation provided in excess 
of the equity owned, it might be con- 
sidered (temporarily, at least) to have 
actually been earned. In practice, how- 
ever, these factors become mingled and 
their amount in the aggregate is far 
from stable from year to year because 
of the ever present demand for mort- 
gage amortization. One solution is to 
include such credits as a separate item 
in the surplus section of the balance 
sheet. The company’s balance sheet 
would then appear as follows: 
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Presentation in Financial Statements Where Mortgage Exceeds Depreciated Cost 








Assets 
oe ere $61,000 
Real Bstate.....<. $100,000 
Less: Depreciation 10,000 
$ 90,000 
Mortgage Payable 110,000 
Excess of 
Mortgage ..... 20,000 
Less: Amount in- 
cluded in surplus 
(COMBPR) <i5 ss 20,000 ~- 
$61,000 


Liabilities and Capital 


Biabilitiese.cocees fase neers $ 5,000 


Surplus: 
Excess of mortgage over 
net property accounts 


CREE cc erswag aman 20,000 
Earned Surplus ......... 16,000 
CAME eho isivircicieeen 20,000 
$61,000 





Where we are dealing with one prop- 
erty only, which is affected by specific 
conditions which can be anticipated, we 
may be in a position to adopt a method 
which fits the particular case. Where 
we are dealing with many properties 
in the aggregate, however, it may not 
be feasible to adopt this approach. For 
one thing, the many factors affecting 
the different properties tend to lose their 
individual significance in the overall 
picture; also from a practical point of 
view it is preferable and more con- 
servative to provide depreciation at 
normal rates in the orthodox fashion. 
To indicate the existence of the net 
credit balances, properties on which the 
condition exists should be segregated 
in the statement, as a group, from 
those on which net debit balances exist. 
The net credit balance then may be 
transferred from the asset side and in- 
cluded in the surplus section of the 
balance sheet. 


In general, the method of including 
the credit in surplus is reasonably satis- 
factory from an overall point of view 
for statement presentation. However, 
there are some problems with respect 
to which the method leaves some- 
thing to be desired ; for example, there 
may be one or more poorly situated 
properties on which operating losses 
(including depreciation) have been in- 
curred for many years. This is the 
type of property on which we often 
can expect a net credit balance arising 
from depreciation, and if, as is not 
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unusual, the property is abandoned to 
the mortgagee we suddenly find our- 
selves with a profit on abandonment. 
To include such profit in the income 
statement for the year of abandonment 
might be misleading. The so-called 
profit is, of course, an adjustment of 
prior years’ depreciation and is prefer- 
ably treated as an earned surplus ad- 
justment. 


Unpaid Realty Taxes and 
Mortgage Interest 


Another complication may arise 
where the equity owner stops paying 
the realty taxes and mortgage interest 
on a poorly situated property. The ac- 
cruing taxes and interest affect current 
operations even more than depreciation. 
There is some question as to whether or 
not the owner should continue depre- 
ciation beyond the amount of the 
equity ; taxes and interest, however, are 
beyond his control. Generally speaking, 
taxes and interest are preferably ac- 
crued on the liability side of the balance 
sheet because they are operating ex- 
penses and must be paid if we are to 
continue operating the property. Tech- 
nically, they are no more a liability of 
the owner than is the mortgage. How- 
ever, from the accounting viewpoint, 
they are to be distinguished from mort- 
gage payments in that they represent 
operating expenses, whereas the latter 
represent additional capital investments 

(Continued on page 545) 
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The Accountant’s Role in “Certiorari” 
Proceedings 


By Ernest W. O’Brien, C.P.A. 


Sutin ESTATE is one of the largest 
industries in the City of New 
York, and real estate taxes are one of 
the largest expenses borne by that in- 
dustry. In view of the proposed nine- 
teen point increase in the tax rate, 
which is expected to be levied upon an 
almost record-breaking aggregate as- 
sessed valuation of property, this com- 
ing tax year promises to be one of 
considerable tax consequence to local 
property owners. It is, therefore, 
worth while for accountants to become 
more familiar with the techniques in- 
volved in the assessment of these taxes 
and the methods by which they can aid 
clients in their reduction. 

This paper will outline the taxation 
of real property in the City of New 
York and the review by the Supreme 
Court of final determinations made by 
the Tax Commission in the assessment 
of real property for taxation. In these 
proceedings, commonly known as 
“certiorari”, an effort will be made to 
show the role played by the accountant 
for the taxpayer. 

In the City of New York the growth 
of services in the fields of education, 
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member of our Society and of its 
Committee on Real Estate Account- 
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Society held on May 2, 1950, under 
the auspices of the Committee on 
Real Estate Accounting, at the Engi- 
neering Societies’ Building in New 
York City. 
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health, welfare and the protection of life 
and property, to mention just a few, 
and the rising costs of municipal ad- 
ministration pose a host of financial 
problems directly affecting the pocket- 
book of local property owners. Like 
most major municipalities, the greater 
portion of its revenue is derived from 
real estate taxes, and the source of 
additional revenue is ofttimes only 
through the medium of higher assessed 
valuations of the property for tax pur- 
poses. 

At the turn of the century, local 
property assessments were relatively in- 
significant. In 1932, an aggregate valu- 
ation of nineteen and a half billion 
dollars was reached. Economic difficul- 
ties in the ensuing years, arising out 
of the depression, wrought a consider- 
able deflation. The trend reversed 
itself again under the impact of post- 
war expansion. At January 25, 1950, 
the tentative assessed valuation aggre- 
gated 18% billion dollars. This marks 
the highest level in the last seventeen 
years, and a rise in value for the sixth 
consecutive year. 

The acid test for any assessed valua- 
tion for tax purposes should be the sum 
for which each parcel would sell under 
ordinary circumstances. This is the end 
toward which assessors should strive, 
as required by Section 158-1.0 (b) of 
the Administrative Code of the City of 
New York. It is interesting at this 
point in the discussion to consider the 
direct comparison offered by the an- 
nexed tabulation of open-market Man- 
hattan realty sales over a period of 
years with the valuation for tax pur- 
poses established by the Tax Depart- 
ment. The data are a compilation of the 
Real Estate Board of New York, Inc., 
and the sales considerations are those 
which prevailed in the open market 
when willing buyers and sellers met 
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The Accountant's Role in ‘‘Certiorari’” Proceedings 


(forced jiquidations, foreclosures, etc. 
are excluded). Except for the single 
year 1947, the assessed valuations dur- 


ing this entire 15 year period were in 
excess of actual market and especially 
so during the years of 1941 to 1944. 


TABLE OF MANHATTAN REALTY ACTIVITY AS GAUGED 
BY NUMBER AND DOLLAR VOLUME OF SALES AND 
PERCENTAGE OF ASSESSED VALUATIONS 


Proportion Total 
Considerations to 


Total Total Assessed 
Year Number of Sales — Considerations Valuations 
OS eine axe wave erosions 1097 $ 93,300,000 86.6% 
BOO isn sxevescerwecareeas 1670 105,000,000 79.0% 
1 7 eae ea 2353 150,000,000 82.9% 
| 050 Se eee et 2311 98,800,006 79.5% 
100 See ee Snes 2693 120,800,000 75.590 
NDA oso ene. eres 2591 128 600,000 72.670 
Nee crs ceria 2748 149.600.000 65.8% 
WOE Sc ocidccwstacees 2417 136,400,000 63.8% 
NO ir crave a, Bac eee e 3651 245,000,000 63.7 Yo 
as. 5: dics 3 Siareearseoree 5045 395,000,000 69.7 %o 
OMe aes-crursicrn sieystontion 6005 459,000,000 79.7% 
NOG cco acon 8014 664,200,000 96.87% 
[O02 7 SA eee rate & 4363 353,900,000 100.9% 
1). 5, Sar RO In 3830 364,700,000 97.6% 
(00:2 O Sarat erereeaste & 3039 278,100,000 94.6% 


It appears to be a reasonable inter- 
pretation of this tabulation that admin- 
istrative attempts to assess property at 
more than its full value are the basic 
cause of the vast amount of property 
tax litigation in certiorari cases in re- 
cent years. In 1944, for example, a total 
of 10,000 new petitions were filed by 
taxpayers, and five times that number 
were then pending in the courts. In 
1948, 11,300 new writs of certiorari 
were filed. During the fiscal year 
1949-50, about 29,000 applications for 
correction of assessment were made to 
the Tax Commission, During one of the 
high years, 1941-2, the number of appli- 
cations registered was over 59,000. 

To afford taxpayers the opportunity 
to express their grievances, the law 
permits them to file applications for 
correction of assessment. Over-valua- 
tion is the most frequent complaint. 
The Tax Commission examines all ap- 
plications, and sometimes some relief is 
granted but rarely in the amount that 
the taxpayer feels justified. 

If the taxpayer is dissatisfied with 
this determination, the law grants him 
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the right to obtain a review by the 
institution of certiorari proceedings in 
the New York State. Supreme Court. 
Should he be unhappy about the ad- 
judication of that court, he may then 
appeal to the Appellate Division and 
after that, in some cases, to the Court 
of Appeals. 

Whenever the taxpayer overcomes 
the presumption of correctness of the 
assessment, the courts arrive at values 
lower than those set by the Tax Depart- 
ment. On occasions, the courts have 
even arrived at lower values than those 
petitioned by the taxpayer. However, 
the measure of relief granted by the 
court is never more than the amount 
stated in the application. In some cases, 
the valuations of the Tax Department 
are confirmed. Favorable taxpayer de- 
cisions are legion, and the percentage 
of reduction in assessment in some 
cases is substantial. 

It will be worth while for accountants 
to become acquainted with the Calendar 
of the Tax Department as listed below, 
in order to be of greatest service to the 
client : 
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1950-51 CALENDAR 


PAKOMERT cos 00s bo koe saue ssw e wena nieanaiine July 1, 1950, to June 30, 1951 
Field period for assessors.........seeeeeees August 1, 1949, to January 25, 1950 
Mascable. status Cate ....665:0s06 osse0cceesese January 25, 1950 
Tentative assessed valuations open for public 

MIBEINELONI Eis: isisiosee den aoe Gan Petes neeee February 1 to March 15, 1950 
OME PTR on ea wins daca ots Oras a oeea ae February 1 to March 15, 1950 
BAG DPTION 665.555 5rc doses aenueeaseanests March 15, to May 25, 1950 
Final assessed valuations open for inspection. May 25, 1950 
Assessment rolls delivered to Council....... June 20, 1950 
Tax rate fixed by Gounell ... .ciccceecesseeee June 25, 1950 
Assessment rolls delivered to Treasurer..... June 30, 1950 


First half of 1950-51 tax due........... 


«e+» October 1, 1950 


Last day to bring certiorari proceedings.... October 24, 1950 


Balance of 1950-51 tax due............ 


Real property taxes in the State of 
New York are levied under state law. 
The adminstration of tax assessment, 
however, is left to the City, and is pre- 
scribed in the State constitution, the 
City Charter and the Administrative 
Code. Within the constitutional limita- 
tion as to rate ceilings, all,other matters 
relating to rate fixing, assessing and 
collecting are administered by the City. 
The State constitution provides that as- 
sessments shall in no case exceed “full 
value.” Although this term is not de- 
fined, it has been construed by the 
courts to mean fair market value. 

In a broad sense, a number of agen- 
cies of the City interact in the adminis- 
tration of real estate taxes. For the 
purpose of this discussion, only two 
will be considered. The Tax Depart- 
ment is the agency authorized and em- 
powered to fix the valuation of all real 
estate for taxation. The Tax Commis- 
sion supervises this process and, also, 
examines and/or corrects such assess- 
ments. 

The Tax Commission consists of the 
head of the Tax Department, who is 
ex-officio President of the Tax Com- 
mission, and six appointed Coramis- 
sioners, with at least one from each 
borough, In 1949, the Commission re- 
viewed 28,800 applications for correc- 
tion of tentative assessments, and in 
connection therewith held 25,000 hear- 
ings. 

The actual field work of valuing the 
approximately 836,000 parcels of real 
property that comprise the City of New 
York is the task of about 130 Civil 
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Service assessors, who are each respon- 
sible for almost 7,000 separate valua- 
tions during the period from August Ist 
to January 25th. They are supposed 
personally to examine each house, lot or 
other assessable property within their 
district, and submit to the President of 
the Tax Commission under oath the 
sum for which, in their judgment, each 
assessed parcel of land would sell under 
ordinary circumstances as a wholly un- 
improved parcel and separately with 
the improvements thereon. Their opin- 
ions constitute the tentative valuations 
that are open for public inspection on 
February 1st of each year. 

Assessors are entitled by law to ob- 
tain information directly from taxpay- 
ers, and they often do make direct 
requests, particularly where alterations 
or improvements have been made. An 
accountant should be useful to a real 
estate owner at this point in seeing that 
the assessor is not furnished with any 
inflated figures of cost. It is to be noted 
in this connection that the assessable 
value of improvements does not include 
the cost of some financial charges 
though those amounts are capitalized 
for both accounting and income tax 
purposes. Neither should it include 
personal property like refrigerators or 
ranges. 

It is also well for a taxpayer to utilize 
these contacts with the assessor to press 
arguments as to the relative lower 
worth of his property compared with 
others which might seem comparable. 
An accountant is well able to help his 
client in this connection by reason of 
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The Accountant’s Role in “Certiorari’ Proceedings 


his experience in dealing with tax au- 
thorities. 

During the protest period between 
February Ist and March 15th, many 
taxpayers file applications for correc- 
tion of tentative assessed valuations, 
which call for such information as 
operating income and expense, mort- 
gages, the original cost of the property 
and subsequent improvements thereon. 
These applications are generally pre- 
pared in a rather routine fashion by 
taxpayers solely for the purpose of pro- 
tecting their right to institute certiorari 
proceedings. The Tax Commission re- 
jection is usually equally routine. 

During the hearing period from 
March 15th to May 25th, it is generally 
the practice to give each taxpayer an 
informal hearing, at which time he may 
offer arguments to support his position 
and/or negotiate a settlement. If a set- 
tlement is made, the taxpayer waives 
his right to seek further reduction in 
the assessed value for the tax year 
through court proceedings. However, 
if the taxpayer presents unusually 
cogent arguments, his assessment may 
be reduced without a settlement. 

Unquestionably the greatest oppor- 
tunity for the accountant lies in the 
assistance he may render the client’s 
attorney in connection with (1) the 
preparation of tax protests and related 
material and (2) the negotiation of set- 
tlements with the City. While an ac- 
countant would be well-advised to 
familiarize himself with modern ap- 
praising methods in order to operate 
efficiently in this field, it is to be em- 
phasized that he must not hold himself 
out to be a competent appraiser. He 
would obviously have no standing as 
such and it would only endanger his 
professional status. 

Nevertheless, valuation techniques 
and arguments may be mastered by ac- 
countants, who are generally quite 
familiar with them. The capitalization 
of fair potential net income is the prin- 
cipal method used today in valuing ade- 
quately improved real property. Other 
methods include comparative sales (for 
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land) and reproduction cost new less 
accrued depreciation for maximum val- 
uation of buildings or improvements. 

Where income received from real 
estate in reality represents income from 
business carried on in the premises (as 
for example in the case of a hotel) it 
has been held by the Court of Appeals 
of New York State that such income is 
not a measure of the assessable value. 
There are other cases where income is 
not the most important determinant of 
value (as in the case of inadequately 
improved property, specialties, etc.). 

In the great majority of cases, how- 
ever, the courts, experts and the Tax 
Commission alike lean heavily on the 
operating statement in evaluating real 
estate. It is the most important part of 
the protest and generally the nub of the 
argument at the hearing. The account- 
ant should use all his art in preparing 
this statement properly. 

Inasmuch as property is valued as 
though free and clear of all mortgages 
or other liens, the operating statement 
for assessment purposes should not re- 
flect deductions for mortgage interest 
or mortgage expense of any kind, such 
as attorney’s fees relative to mortgage 
extensions, stamp taxes, etc. There 
should likewise be eliminated any other 
non-operating expenses, such as corpo- 
ration franchise taxes or any other 
corporation expenses. Income from per- 
sonal property should also be elimi- 
nated. 

A bone of contention with the City 
will be the determination of allowable 
depreciation. The City generally denies 
that depreciation is an expense. Even 
where depreciation is grudgingly ad- 
mitted as a deduction, it is generally 
limited to 2%, regardless of the present 
age of the building. Perhaps the fuller 
participation of competent accountants 
in this field may result in a more ration- 
al attitude towards depreciation and 
other accounting presentations. 

It is not the purpose of this paper to 
set forth all types of arguments that 
may be used at a hearing. It may be 
said in passing, however, that the Tax 
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Commission generally lends an atten- 
tive ear when it can be shown that an 
adequately improved property earns 
less than 5% on a free and clear basis. 
Another basis worth arguing is when a 
case can be built up as to land on in- 
equality of assessment with comparable 
properties. 

Although as stated above reproduc- 
tion cost new, less accrued depreciation, 
is supposed to be a limiting basis of 
valuation for assessment purposes, 
(People ex rel. Manhattan Square 
Beresford, Inc. v. Sexton et al., 284 
N. Y. 145, rev’g. 258 App. Div. 611) 
it is of little use to the taxpayer in these 
days of very high reproduction costs. 
In certain cases, though, it may be 
worth while to evaluate the building on 
this basis by applying the Dow (or 
some other) index of building costs to 
the actual cost of the property when 
built. 

Should the taxpayer, after receiving 
the decision of the Tax Commission, 
institute certiorari proceedings, the ac- 
countant may play an important part in 
the preparation for trial. Because of his 
skill and experience, he is in a position 
to be of great value to the trial lawyer 
and to the real estate experts represent- 
ing the taxpayer. Much of the success 
at trial springs from careful prepara- 
tion. Overlooked details are often times 
stumbling blocks in court. 

In its application to real estate taxes, 
the term “certiorari” refers to a review 
by the Supreme Court of an excessive 
or unequal realty assessment for tax 
purposes. Certain technical procedural 
changes were enacted in 1949, eliminat- 
ing the writ of certiorari but essentially 
the proceedings are the same as hereto- 
fore and the term certiorari, although 
a misnomer, is still widely used and has 
been retained in the title of this paper. 
The institution of proceedings by the 
taxpayer is a purely legal step in which 
the accountant plays no part other than 
to recommend that an attorney be re- 
tained in order to take the necessary 
legal action before October 25th. 


At the trial of proceedings, the court 


524 


may directly take testimony or appoint 
a referee to do so and make recommen- 
dations. Thereupon the court either 
confirms or corrects the assessment. 
Should either party to the suit be dis- 
satisfied with the decision, an appeal 
may be taken. 

If a reduction is ordered by the court, 
the taxpayer usually effects the refund 
of the excessive tax by having a copy 
of the order, together with proof of pay- 
ment, served upon the City Treasurer. 
A somewhat similar procedure is appli- 
cable to refunds arising out of settle- 
ments. There is one important differ- 
ence, however. Refunds resulting from 
court decisions include interest at 4% 
and sometimes statutory costs. In set- 
tlement, there is no interest or costs. It 
is a consideration worth weighing when 
settlements are proposed. 

A bill was recently approved by the 
Governor which will permit local prop- 
erty owners to recover from the City 
the sum of $500, over and above ordi- 
nary court costs, where in the face of 
previous reduction of assessment by 
court order or settlement, the property 
is immediately subjected to increased 
assessment without adequate cause and 
also in cases where the assessment is 
found to be grossly discriminatory. 
Abuses of this nature have constantly 
put taxpayers to the expense of going 
to court year after year. However, it is 
too early to tell what practical effect 
this bill will have on the assessment of 
real property. 

It is important to fix in mind the 
dates when the tentative and final as- 
sessments are open to public inspection 
at the offices of the Tax Department. 
There is relatively just a short time 
after February Ist in which to file ap- 
plications for correction, and only a 
limited time after May 25th to institute 
certiorari proceedings. Failure to file 
an application will bar the institution 
of certiorari proceedings later. 

It will be found desirable to make 
certain that some type of record is 
maintained by the client which will 
show for each property besides assess- 
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The Accountant's Role in 


date 


ment data, 
protests were filed, dates writs were 
obtained and their final disposition. 
There are undoubtedly a number of 
useful forms that the accountant or tax- 
paver may devise. 


the property status, 


Preparatory to trial the accountant is 
usually called on to prepare the follow- 
ing statements and analyses: 

(1) Operating statement (income and 
expense of property on a free-and-clear 


basis, after exclusion of non-operating 
items). 


(2) Schedule rental income by apart- 
ments or rentable units showing the annual 
rate and the term of lease. 


(3) Analysis of insurance expense into 
general classifications, amount of coverage, 
and premium costs. 

(4) Analysis of salaries and wages into 
classification and number of employees and 
the prevailing wage rates. 


If several tax years are involved it is 
usually necessary to prepare statements 
and analyses for each tax year. At the 
trial, the accountant’s chore as witness 
will be to help introduce into evidence 
the data appearing on the necessary 
operating statements, but sometimes 
these statements are accepted by stipu- 
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lation of both attorneys without person- 
al appearance by the accountant. 

There are a number of good refer- 
ence sources that accountants may use. 
One is the Land Map of each borough, 
which is a commercial publication, con- 
taining the block and lot identification 
of every taxable unit in the borough, as 
well as a great deal of other valuable 
information. While the City tax books 
contain names and addresses, the official 
identification of property is by block 
and lot. Another periodical is the 
Record and Guide, for such informa- 
tion as sales, mortgages and leases. 

In closing, let it be said that there is 
still much to be done to resolve the real 
estate tax problems facing the real 
estate industry, both in the City and 
throughout the state and nation. Great- 
er understanding and participation on 
the part of accountants will not only 
prove to be a welcome service to most 
property owners, but cannot fail to have 
a salutory effect upon the administra- 
tive agencies of the City. Accountants 
are, by training and experience, quali- 
fied successfully to cope with many of 
the problems arising out of real prop- 
erty taxation. 
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AN ADIRONDACK VIEW 


Wanted—A Word. 


improvements : 


cans that squirt bug killer, etc., ad infinitum. 


What are we doing? We need a word in accounting to replace “Surplus.” 
stuttered and stammered abcut this for years. 
asking for the use of some other term, such as 


where, and we 
to use as a substitute. 


Why not an entirely new word? Make it up from whole cloth, like the “bazooka” 
Grab it out of an entirely different use, 
Use a person’s name, as was done with Quisling! Build it from Latin or Greek 
Get it some other way, but let’s get it. 

And while we are getting a new word for ‘ 


Bob Burns plays. 
out tanks. 
derivatives, like “Anahist.” 


plenty of other terms in our lingo. 


In all fields of human endeavor the search is always on for 
better ways to build a house, better plans for the house, new machines, a 
cure for your hayfever, hair curling stuff (and hair straightening stuff), 


new candy bars, 


We have 
We write articles and produce statements 
“Reinvested Profits.” But we don’t get any- 


always seem to think that the solution is to find some other common words 


that 


like the “Bazooka” that knocks 


‘Surplus’ we should invent some more for 


Vell, the mountains have developed the new method; it's up to those who dwell in the 


cities to find the new words. 
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LEonarD Houcuton, C.P.A. 
of the Adirondack “Chapter” 
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Full Disclosure and the Surplus Statement 


By Jerome G. Furerman, C.P.A. 
and GrEorGcE V, DEtson, C.P.A. 


eee: accountants have al- 
ways applied the principles of full 
disclosure in financial statements. 
Credit grantors, regulatory bodies and 
the public have always demanded it. 
The accounting profession has made 
great strides in formulating its account- 
ing principles and auditing procedures 
with the view towards rendering this 
full disclosure. However, the writers 
believe the practice of full disclosure 
should not be confined to present con- 
ditions or future commitments and 
contingencies, but should also be ex- 
tended to historical information and 
analysis. 

The Surplus Statement, we believe, 
provides an excellent means of giving 
effect to historical information. It has 
been our experience that the conven- 
tional form of Surplus Statement does 
not properly reflect pertinent, and 
sometimes material, items of interest to 
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the public, which have taken place in 
prior years. Such information is often 
presented in the form of comments to 
the financial statements. Unfortunate- 
ly, if information is to be disclosed in 
comment form, it necessarily depends 
upon the opinion of the accountant. 
Opinion being what it is, much valuable 
data can be lost in an attempt to present 
reports in a concise and readable man- 
ner. 


Many business enterprises in corpo- 
rate form have, on occasion, found it 
necessary to go through some sort of 
reorganization or change in their capital 
structure. This has often been accom- 
plished by various methods, such as re- 
tirement of stock, decrease or increase 
in par value of stock, donations by 
principal stockholders, exchangé of one 
class of security for another, or merg- 
ers with other corporations. In many 
cases, these procedures have been used 
so that an accumulated deficit could be 
absorbed and the financial picture im- 
proved. This may be prompted in part 
by the desire to obtain a better credit 


standing, to provide an inducement for | 
investment in the corporation, or to | 


create a basis for the declaration of div- 
idends at a later date. 


Nevertheless, whatever the motives 


may be for such action, they require full | 


disclosure to interested third parties. 
We should not lose sight of our purpose 
as independent accountants. Unfor- 
tunately, surplus statements today do 


not provide full information, unless | 


they are burdened with a host of foot- 
notes, comments and explanations. 


The writers have, on several occa- | 


sions, found balance sheets and the re- 
lated surplus statements to be deficient 
insofar as they do not convey a com: 
plete picture. In many instances, com- 
panies which showed surplus balances 


September | 


on 
sus 
nat 
cap 
onl 
boc 
the 
tiot 
not 
ord 


of 
pro 
ed 
ofte 
dov 
Suc 
the 
stal 
the 
tha 
unc 
infc 
clos 
fina 
pre 
left 
too 
not 
effe 
1 
mat 
whi 
The 
gral 
reac 
at a 
a Cl 
inte 
com 
wri 
enti 
clie 
shot 
then 


a3' 





e in 
ften 
s to 
jate- 
d in 
ands 
‘ant. 
able 
sent 
qan- 


rpo- 
d it 
t of 
vital 
om- 
; re- 
ease 

by 
one 
erg- 
any 
ised 
1 be 
im- 
part 
edit 
for 
r £0 
div- 


ives | 


full 
ties. 
ose 
for- 
- do 
less 
oot- 


cCa- 

re~- 
ient 
om; 
om- 
1ces 


iber 


Full Disclosure and the Surplus Statement 


on their statements were found to have 
sustained very substantial losses, elimi- 
nated as a result of changes in their 
capital structure. This was determined 
only after considerable analysis of the 
books of account and the minutes of 
the board of directors of the corpora- 
tions, a procedure which, naturally, is 
not available to interested parties in the 
ordinary situation. 

No less important than full disclosure 
of the results of reorganization is the 
proper disclosure of other items reflect- 
ed in the surplus statement. We very 
often obscure such items as the write 
down of goodwill or development costs, 
Such information is obscured because 
the surplus statement, as we know it, 
starts with the balance at the end of 
the last fiscal year and reflects items 
that have taken place during the period 
under review. In spite of the fact that 
information of this nature may be dis- 
closed in comment form, as notes to the 
financial statement (and, as mentioned 
previously, this may all too often be 
left to the discretion of the accountant), 
too many persons either disregard these 
notes or are unable to comprehend their 
effect. 

There are other items of infor- 
mation relating to prior years’ activity 
which “we, as accountants, neglect. 
There have been instances when credit 
grantors and potential investors, on 
reading a financial statement, have been 
at a loss as to the earnings record of 
a company. They would certainly be 
interested in the dividend history of a 
company, as well as other items. The 
writers are of the opinion that they are 
entitled to this information and that the 
client and the accounting profession 
should make every effort to give it to 
them. 

In order that information of a his- 
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torical nature may be presented prop- 
erly, the surplus statement, of necessity, 
must follow a certain pattern. The facts 
must be presented in cumulative and 
classified form. By that we mean, the 
transactions must be classified accord- 
ing to type, and the amounts which they 
represent must be accumulated from 
the inception of the organization. 


So that our thoughts may be more 
fully comprehended, we should like to 
present a hypothetical situation. The 
transactions and the amounts assigned 
to them were chosen at random. No 
attempt should be made to draw any 
conclusions therefrom. The more per- 
tinent assumed facts are as follows: 


1. XYZ Corporation was organized and 
began doing business on January 16, 1910. 


2. On November 20, 1936, pursuant to a 
resolution of the board of directors and 
approved by the stockholders, the par value 
of the preferred stock was reduced, creating 
paid-in surplus to the extent of $50,000.00. 
In accordance with such resolution an 
amount, sufficient to eliminate the deficit at 
that date, was to be transferred to the de- 
ficit account and the balance to be carried 
as paid-in surplus. The deficit was deter- 
mined to be $41,250.00. 


3. On December 1, 1938, 150 shares of 
common stock, par value $200.00 was 
donated by its principal stockholder with 
the condition that the surplus so created be 
used to eliminate the existing deficit (ac- 
cumulated since (2) above) which was then 
determined to be $19,750.00. 


4. On December 12, 1942, the company 
retired all of its preferred stock, paying 
therefor $10,893.00 in excess of the par 
value of such stock. 

5. All other items reflected in the surplus 
statement are not pertinent to the objectives 
of this paper and thus are not discussed 
herein. 


A reconciliation of Earned Surplus 
and of Capital Surplus, based on the 
above, follows. 
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EXHIBIT B—X Y Z CORPORATION 


RECONCILIATION OF EARNED SURPLUS 4 
JANUARY 16, 1916 TO DECEMBER 31, 1949 
Be 


Prior to Current Year: 
Additions: A 
Total Earnings from inception, to December 31, 1948 
(Less: Federal Income Taxes in the amount of 




















EMER ND OUD <oecco vain Joa al wfc scenabaere cans aioe CIS aS alae ales $600,000.00 
Elimination of Deficit as a result of reduction in “par 
value of Preferred Stock (November 20, 1936)....... 41,250.00 
Elimination of Deficit as a result of donation of 150 De 
shares of Common Stock (December 1, 1938)........ 19,750.00 $661,000.00 | 
Deductions: 
WEE Ol GOON WL ite sie car akin Sede adem ate saih.nts $ 6,500.00 
Dividends (On UP reverred Stoel sss: 55:0 60:0: 000/10 05-00, 008 75,000.00 
Dividends on’ Common Stock... i4a50s~stesasaicescietine os 35,000.00 
Excess of amount paid over par value of Preferred Stock 
Acquired and Cancelled (December 12, 1942)........ 10,893.00 127,393.00 sti 
PONCE, FOOTY TOFD 5.5 sso doce Rs naiwtia ees. lasers $533,607.00 A 
Current Year: pr 
Additions: all 
Net profit for the year ended December 31, 1949 (Less: eit 
Federal Income Taxes in the amount of $16,400.00)... $ 65,600.00 so! 
Miscellaneous adjustments affecting prior years’ earnings 875.00 66,475.00 mi 
$600,082.00 
Deductions: 
Dividends ‘on “Cominon Stocks ...565 5.060. sc een cco 3,500.00 ste 
or 
Balance, December 31, 1949 (Exhibit A)...... 0.005000 ee $596, 582.00 na an 
EXHIBIT C—X Y Z CORPORATION a -” 
RECONCILIATION OF CAPITAL SURPLUS a 
JANUARY 16, 1910 TO DECEMBER 31, 1949 ss the 
me 
Reduction in Par Value of Preferred Stock po 
Un Conyers 22 LE) ae $50,000.00 ‘ 
Less: Amount transferred to eliminate deficit............... 41,250.00 $ 8,750.00 = 
pa = col 
Donation of 150 shares of Common Stock be 
CROCE. Oo gi EO) 2-13 RA a ie ae eee ee eee $30,000.00 mc 
Less: Amount transferred to eliminate deficit.............. 19,750.00 10,250.00 re 
Balance, December 31, 1949 (Exhibit 4)........... $19,000.00 po: 
SS ma 
Although the above statements should and concludes with the balance as of the 
be self-explanatory, perhaps some dis- the end of the year. _ 
cussion is in order. The illustrated | The illustrated Reconciliation of Cap- ce 
Reconciliation of Earned Surplus, it ital Surplus, is merely a chronological ee 
5 


listing of the transactions, since such 

. rr" M4 Se j 
transactions are usually very few. This 
procedure serves to corroborate contra 


should be noted, has been divided 
into two sections, The first section sum- 


pce fe epee — yao items appearing in the Reconciliation nd 
) o of Earned Surplus. = 
cates the balance at that date. The sec- It should not be too difficult to com- = 
ond section presents a summary of the prehend the advantages which will ac- es 
transactions during the current year crue by reporting surplus in the pro- 7 
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Full Disclosure and the Surplus Statement 


posed manner. One need merely picture 
what the conventional type of statement 


Balance. Sanwa 1, 1994S... 5 cor acca cvceeevs 


Additions: 


would look like. It might appear some- 
what like this: 


Net profit for the year ended December 31, 1949 (Less: 


Federal Income Taxes in the amount of $16,400.00).... 
Miscellaneous Adjustments affecting prior years’ earnings 


Deductions: 


Dividends on Common Stock.............. 


Balance, December 31, 1949.......... 


A comparison of the two forms of 
statements (though we may be accused 
of using the very shop-worn advertis- 
ing technique of “Before and After’’) 
proves to be very revealing. Consider 
all the information which might be 
either neglected or buried in cumber- 
some footnotes. Consider also how 
much more graphically the picture is 
presented. ‘ 

Of course, it is not intended that this 
statement take the place of perhaps ten 
or twenty or even more consecutive 
annual reports. We can merely sum- 
marize what has gone before. But cer- 
tainly even a summary has more value 
than nothing at all. Note also must be 
made, in passing, that the form pro- 
posed cannot possibly eliminate com- 
pletely the necessity for explanatory 
comments. Such comments may still 
be desired—but they would certainly be 
more meaningful. We suggest, also, as 
a further test of the utility of such re- 
porting procedure, that an attempt be 
made to present the foregoing hypo- 
thetical data in comment form without 
supporting it by the proposed type of 
statement and analyze the benefits to 
the reader from our suggested form to- 
gether with shorter comments, if neces- 
sary. 

It is further suggested that this form 
of statement be considered as one hav- 
ing much flexibility. Circumstances 
may warrant breaking up the historical 
portion so as to reflect balances at cer- 
tain dates in order to more clearly 
reflect the effect of certain transactions, 
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ba the $533,607.00 
$65,600.00 

875.00 66,475.00 

- $600,082.00 

<:ltaees 3,500.00 


$596,582.00 


For example, our statement might have 
been prepared to show the accumulation 
of the deficit up to November 20, 1936 
(the date of the reduction in the par 
value of the preferred stock) and again 
on December 1, 1938 (the date of the 
donation of the common stock). How- 
ever, we feel that this should be left to 
the discretion of the accountant. 

No doubt there can be many objec- 
tions to the use of such a statement. 
Objections may be forthcoming from 
accountants and management as well as 
certain regulatory agencies. Some will 
state that the balance sheet and its re- 
lated statement of surplus must be ren- 
dered as of a given date, and that it 
should not be of a historical nature as 
is proposed herein. At least that is 
what we have been taught and that is 
what we practice today. But if the times 
and conditions warrant a change, then 
certainly a change is in order. If we 
can better establish our role as inde- 
pendent accountants, by presenting the 
surplus statement in a historical man- 
ner, then we should adopt such proce- 
dures. 

Certainly, management can have no 
valid objections to this manner of pres- 
entation. It may be argued that for 
large corporate organizations figures 
may become almost astronomical and 
descriptions too voluminous if profits 
and dividends are to be presented in 
cumulative form as suggested. This 
handicap can easily be overcome by 
rounding off the figures to the hundreds 
or even thousands of dollars if neces- 

(Continued on page 545) 
529 








Pace Institute 


By THE COMMITTEE ON History 


OOKING back over the last fifty 

years and reviewing the early et- 
forts for accountancy education in New 
York, one notes an interesting alterna- 
tion in the procession between the 
schools which were promoted by asso- 
ciations of accountants and which even 
at first had relatively large faculties, 
and the other schools which were 
founded and largely conducted by only 
one or two men. The first schools in 
New York, organ:zed for the purpose 
of preparing their students for the pub- 
lic practice of accountancy, were the 
New York School of Accounts (I) 
1893-1894, promoted by the American 
Association of Public Accountants and 
chartered by the Regents of the Uni- 
versity of the State of New York; the 
New York School of Accounts (II) 
1897-1929, founded and conducted by 
Theodore Koehler, which, though ex- 
panded and incorporated in 1905, did 
not ask for recognition by the Regents; 
the School of Commerce, Accounts and 
Finance 1900—promoted by the New 
York State Society of Certified Public 
Accountants, organized within New 
York University and thereby recog- 
nized by the Regents; and the Uni- 
versal Business Institute, organized 
about 1904 by three accountants and 
one lawyer. 

Prior to 1906, there had also been 
started at least three coaching courses 
with the primary object of preparing 
candidates for CPA _ examinations. 
Though the purpose of these courses 
was thus limited, they were parts of 





This is the fourth of a series of 
articles on the History of Account- 
ing in the State of New York, pre- 
pared by the Society’s Committee on 
History. 

The earlier articles appeared in 
the March, May, and December, 
1949, issues of this publication. 
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the provision for accountancy education 
then available and therefore deserve 
mention here. 

The first was that of Frederick Sam- 
son Tipson, which began about 1900. 
He had been educated in one of the 
English public schools (he was often 
pictured in cap and gown), had prac- 
ticed in London, had arrived in New 
York perhaps about 1890, and became 
New York CPA No. 84 in 1896. An- 
other such course was that of George 
A. Law who became New York CPA 
No. 260 in 1902, and announced his 
course in October, 1902. Frank 
Broaker, New York CPA No. 1 in 
1896, and Secretary of the first New 
York Board of CPA Examiners, may 
have been the third to offer to prepare 
students for the examinations. He had 
attended The College of the City of 
New York, had worked for John 
Roundey, a Scottish accountant, and 
had practiced on his own account from 
1887. He had also been a teacher in 
the first New York School of Accounts 
during its one year, 1893-1894 and had 
lectured at the second school of that 
name, Theodore Koehler’s. 

The fifth institution for accountancy 
education in New York, now known as 
Pace College, like Koehler’s New York 
School of Accounts, was and long re- 
mained a private enterprise. During 
its first three decades it did not seek 
recognition by the State and although, 
because of its larger student body, it 
had a larger faculty, yet like the earlier 
private school, it was developed very 
largely by and around one man. As in 
the case of the Koehler school, it seems 
fitting to introduce the story of Pace 
Institute with a brief account of the 
man who created it. 

Homer St. Clair Pace was born in 
1879 at Rehoboth, Ohio, and was the 
son of Prof. John F. Pace, who, it is 
stated, was a well-known educator in 
the public school system of Ohio. By 
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Pace Institute 


1896, the family had removed to Chase, 
Michigan, where in that year (when 
he was 17) Homer Pace was associated 
with his father as an editor and pro- 
prietor of the Pere Marquette Journal. 
It is understood that this activity gave 
him his first experience in bookkeeping 
as well as in journalism. Some time 
later he went to Chicago and held a 
secretarial position with A. B. Stickney, 
president of the Chicago Great West- 
ern Railway, and he was secretary of 
the Mason City & Fort Dodge Railroad 
from April 12, 1901, to January 5, 
1907. During the latter part of this pe- 
riod and as early as 1904, he was loca- 
ted at 31 Nassau Street, New York 
City. 

He was a student at Koehler’s New 
York School of Accounts and after 
passing the Certified Public Accountant 
Examination in June, 1906, received 
certificate No. 352 on August 27, 1907, 
when he had acquired the necessary 
experience in practice. In 1908, he be- 
came a member of the New York State 
Society of CPA’s, and of the American 
Association (now the American Insti- 
tute of Accountants), serving as presi- 
dent of the former for two years, 1924- 
1926. He was also a member of the 
American Society of Certified Public 
Accountants. 

As a practicing accountant, he was a 
member of the firms of Pace & Wythes, 
Pace & Pace, and Pace, Gore & Mc- 
Laren. He was Deputy Commissioner 
of Internal Revenue during 1918-1919, 
and in charge of the Income Tax Unit 
in Washington. Perhaps it was due in 
part to his early experience in journal- 
ism that for many years he was the 
owner of the Plandome Press. His ac- 
tivities in accounting literature em- 
braced the authorship of several text- 
books on accounting and auditing and 
the editorship of a series of magazines 
which will be mentioned later in this 
story. His interest in history found ex- 
pression in his collection of old books 
and maps. In accountancy education 
his activities extended beyond his own 
school, and for a time he was a lecturer 
at Columbia University and a long-time 
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member of the American Association 
of University Instructors in Account- 
ing, now the American Accounting As- 
sociation. He died May 22, 1942. 


Very shortly after the completion of 
his studies at the Koehler school, 
Homer St. Clair Pace with his older 
brother, Charles Ashford Pace, the two 
constituting the firm of Pace & Pace, 
began their work in accountancy edu- 
cation. Charles A. Pace was an attorney 
and a member of the bars of New York 
and Ohio, and though he retired from 
the firm in 1933, he continued to give 
his advice and counsel until his death 
on December 12, 1940. Their first en- 
terprise, called the New York Institute 
of Accountancy, was conducted by them 
in, and it is understood under the spon- 
sorship of, the 23rd Street Branch of 
the YMCA at 215 West 23rd Street, 
New York, beginning in 1906. About 
the same time the firm established an- 
other school in Manhattan which was 
operated entirely under the firm’s aus- 
pices at its headquarters in the old 
Tribune Building, 154 Nassau Street. 
This school was variously referred to 
as the Pace School, the Pace Private 
School, the Pace & Pace School, and 
Pace Institute of Accountancy. In 
1907, a similar school called The Ac- 
countancy Institute of Brooklyn was 
started in the Central Branch of the 
YMCA at Fulton and Bond Streets, 
Brooklyn. In 1909, the firm opened 
similar schools in three other cities, en- 
titled the Baltimore Institute of Ac- 
countancy, Washington School of \Ac- 
countancy, and The Accountancy In- 
stitute of Los Angeles. 

Some of the facts here assembled 
were found in the following issues of 
three periodical publications issued by 
or for the schools: 

Bulletin of New York and Brooklyn 
Institutes of Accountancy; First issue 
October 22, 1908, 2 pages 11” x 8”, 
mimeographed, 500 copies. 

The Accountancy Student, published 
for the 6 schools then in operation; 
First issue October, 1909, 8 pages 
914” x 6”, printed. 
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The Pace Student, published by Pace 
& Pace, 30 Church Street, N. Y., Sub. 
$1.00; First issue, December, 1915, 16 
pages 11” x 814”, illustrated. 

While no one of these periodicals 
named the editor, probably he was 
Homer S. Pace, who perhaps was the 
author of much or all of the contents. 
The Pace Student was continued 
through 1926, after which The Amer- 
ican Accountant was published and 
edited by Homer S. Pace from its first 
issue February, 1927, 74 pages 
12” x 8%”, illustrated, Sub. $4.00. 

In 1906, there was a dearth of ac- 
counting literature compared with that 
which later became available. At the 
outset, therefore, the Pace brothers, 
like other early teachers of account- 
ancy, found it necessary to provide 
their own text materials. Charles A. 
Pace developed a series of lectures 
upon different sections of Commercial 
Law and Homer S. Pace did the same 
for Theory and Practice of Accounts. 
From time to time some lectures were 
revised or expanded. By 1912 both 
series were published in sections but 
some of them were still further revised 
in later editions. In January, 1916, 
The Pace Student stated that 50 schools 
were using the Pace educational mate- 
rial, 

Upen the establishment of the Wash- 
ington School of Accountancy, a Bul- 
letin of 63 pages (1909-1910) was is- 
sued describing the course of study and 
listing its faculty. Presumably similar 
bulletins were published for the other 
schools but copies are not available for 
this story. However, the few issues of 
the first two school organs, the two 
issues of Accountants’ Directory and 
Who's IWho and some miscellaneous 
material, furnished facts about the early 
faculty and students which while prob- 
ably not complete have been brought 
together to show some of the teachers 
and lecturers. 

Some of the early members of the 
accounting faculty in the Metropolitan 
District of New York were Philip N. 
Miller, BA, CPA, a former student 
who became an instructor in 1909; 
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James F. Farrell, also a former student 
who lectured during years 1910-1917; 
Edward J. Enthoven, a graduate of 
Koehler’s school, who became a CPA 
in 1906; Harold Dudley Greeley, 
LLM, of N. Y. Bar in 1903, CPA in 
1912, was instructor 1911, and after 
two years was designated Director of 
Accounting Instruction in 1913. For 
law, Berton L. Maxfield was instructor 
in 1908, and Director in 1913. For 
instruction in English, Horatio Nelson 
Drury taught during 1913-1921. Fred- 
erick Martin Schaeberle became an 
administrative aid in 1910, and was 
admitted to the co-partnership on Sep- 
tember 1, 1913. 

The schools began early to invite 
successful practitioners of accountancy 
and law and leaders in business to ad- 
dress the students in lectures on sub- 
jects directly related to their studies or 
of wider scope and with broadening in- 
fluence. Two of the early lecturers 
were J. Pryse Goodwin, CA, CPA, on 
English Student Societies, October 21, 
1908 ; Cordenio A. Severance, Esq., on 
Interstate and Intrastate Commerce, 
delivered on January 22, 1909. 

While it seems probable that a ma- 
jority of Pace students have gone into 
business, a list of those who have en- 
gaged in the public practice of account- 
ancy would be much too long for inclu- 
sion here. Below are the names of a 
few who took the Pace courses and re- 
ceived the New York CPA certificate 
prior to 1915, when the first of the 
schools was not quite ten years old. 
The list does not include any who re- 
ceived his certificate during these years 
in some other State. 

Pace New York 

Name Course Certificate 
James F. Farrell 1908 1909 
Philip N. Miller 1910 1909 
Richard Fitzgerald 1911 1911 
Henry E. Mendes 1911 1912 
James F. Hughes 1908 1914 
Leroy L. Perrine 1912 1914 

In its early days, the social side of 
Pace Institute was primarily expressed 


in students’ dinners. A copy of the 
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program of the students’ dinner held 
at the Hotel Marseilles in New York, 
June 6, 1914, appears on page 533. 

In 1920, it was determined to con- 
as well as evening 
classes. Since the Federal Government 
was then engaged in a rehabilitation 
program for disabled veterans of World 
War I, Pace Institute decided to make 
its day classes available first to these 
veterans. As opportunity presented it- 
self, such instruction was extended to 
non-veteran students. 

The increase in the scope of the ac- 
tivities and the developing need for 
registration by the State Education De- 
partment emphasized the inadequacy of 
the partnership form of organization as 
a permanent basis for the Institute. 
Accordingly, application for a corpo- 
rate charter was made to the Regents 
of the University of the State of New 
York. 

Under date of May 17, 1935, a pro- 
visional charter was granted to Homer 
S. Pace, Frederick M. Schaeberle, 
Charles T. Bryan, Robert S. Pace, 
and C. Richard Pace, creating the cor- 
poration of Pace Institute. The provi- 
sional charter was very broad. It au- 
thorized the corporation to conduct 
schools and classes for the instruction 
of students in cultural, liberal, profes- 
sional, and business subjects in the 
fields of secondary and higher educa- 
tion. 

Immediately after receipt of its char- 
ter, the corporation made application to 
the State Education Department for 
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registration of its major courses. On 
October 31, 1935, the courses in Ac- 
countancy Practice were accorded reg- 
istration as professional courses. This 
recognized the courses as qualifying 
students who completed them (and who 
were otherwise eligible) for admission 
to the examination for the certificate as 
Certified Public Accountant in the 
State of New York. The other major 
courses were recognized or approved 
by the Department as courses within 
the field of higher education. 

Under date of February 28, 1947, 
the charter was amended whereby the 
corporation was converted to a non- 
stock basis and the corporate name 
changed to Pace College. 

Pace College had grown to a student 
body of approximately 5,500 and a 
faculty of 150, and offered courses on 
the college level, but it was not able to 
confer degrees on its graduates because 
it did not meet the further requirement 
of the Education Law of the State of 
New York, that no institution may con- 
fer degrees unless it has resources of 
at least five hundred thousand dollars. 
By 1948, however, it had accumulated 
resources sufficient to qualify it in this 
respect, and on December 17, 1948, the 
Regents of the University of the State 
of New York, upon application of the 
Trustees, granted to Pace College the 
authority to confer the degree of 
Bachelor of Business Administration 
(B.B.A.), in conformity with the rules 
of the Regents and the regulations of 
the Commissioner of Education gov- 
erning higher education. 
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The Scope and Limitations of Accountants’ 


Practice in Federal Income Taxation 
By Saut Levy, C.P.A. 


es last few years have witnessed 
the intensification of a protracted 
controversy between accountants and 
lawyers as to practice in the field of 
federal income taxation. For the past 
30 years or more, the bulk of this work 
has been entrusted to accountants by 
the business community. Moreover, 
the Treasury Department in its admin- 
istration of the tax laws has manned 
its own staff with accountants rather 
than lawyers and has recognized the 
certified public accountant and the 
lawyer as members of companion pro- 
fessions who are equally well equipped 





Saut Levy, C.P.A. (New York 
and New Jersey) and member of the 
New York Bar, is a past President 
of our Society, having served as an 
officer or director for eleven consecu- 
tive years. He was also chairman of 
the committee which represented the 
Society in connection with the con- 
duct of the Bercu case. Mr. Levy is 
also a member of the American In- 
stitute of Accountants and served as 
a member of its Council. 

Mr. Levy has served as Special 
Consultant to the Comptroller of the 
City of New York since 1946. In 
January, 1950, he was appointed 
Vice-Chairman of the Mayor’s Com- 
mittee on Management Survey of the 
City of New York and, in connection 
therewith, is also serving as Chair- 
man of the Sub-Committee on Scope, 
Plan, and Procedure. 

Mr. Levy has written extensively 
on the subjects of Accountants’ Re- 
lationship with Lawyers and Ac- 
countants’ Liability. This article 
appeared initially in the June, 1950, 
issue of the Journal of Accountancy 
and is reprinted with the permission 
of the American Institute Publishing 
Co: Tne. 
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to represent taxpayers before the 
Treasury Department. 

It would seem that by this time, 
through established custom and usage, 
certified public accountants at least had 
achieved for themselves an unassailable 
position in this field. They came into it 
in the pioneer days of income taxation 
because, as a professional group, certi- 
fied public accountants were prepared 
to serve the public as income-tax ex- 
perts. Lawyers, for the most part, 
were not so prepared. The field proved 
to be highly remunerative and, in the 
course of time, the legal profession 
came to recognize its neglected oppor- 
tunities. 

The American Bar Association col- 
laborated in the preparation and dis- 
semination to its members of technical 
literature concerning income taxation. 
The law schools included courses on 
this subject, frequently only in their 
postgraduate programs and often as 
optional rather than required work for 
their students. 

In this connection, it is interesting 
to note that as the law schools came to 
recognize the study of income taxation 
as an integral part of the curriculum, 
they began to realize the essential need 
for lawyers to study the fundamentals 
of accounting in order to enable them 
to function competently as income-tax 
advisers. This latter innovation in legal 
education has reached the point at the 
Harvard Law School where, beginning 
last year, the study of accounting was 
made a required subject in its second- 
year program. In explanation of this 
step, a committee of the faculty made 
the following statement in The Har- 
vard Law School Record of February 
16, 1949: 


“The considerations that underlie the ad- 
dition of Accounting to the prescribed cur- 
riculum are briefly as follows: 


“The concepts of law and accountancy 
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have become increasingly interrelated in re- 
cent years. A substantial training in legal 
principles is required of accountants, and 
it is the faculty’s judgment that an under- 
standing of the fundamental principles of 
accounting should be a part of the basic 
training of the lawyer. Almost every law- 
yer is brought in the course of his practice 
into contact with problems that involve ac- 
counting concepts. Experience has shown, 


however, that the lack of a proper founda- 
tion in accounting theory prevents most 


lawyers from drawing the necessary under- 

standing of accountancy from their contact 

with the subject in practice. 

“It is the object of the new program to 
turn men out with a sufficient training in 
the theory of accounting so that they will 
be started right, as it were, on a program 
of self-education in this subject. The 
course in Accounting will also contribute 
to the understanding of other law-school 
subjects, particularly Corporations and 
Taxation.” 

Two other comparatively recent de- 
velopments are related to the present 
attitude of the bar and help to explain 
its militant activities in attempting to 
exclude non-lawyers from income-tax 
practice or at least to circumscribe and 
restrict such activities. Our tax laws 
have become increasingly complicated 
and there has been a steady deluge of 
controversy between taxpayers and the 
taxing authorities and a tremendous 
volume of litigation in the courts with 
respect thereto. As a result there has 
grown up a massive accumulation of 
case law which often has to be consulted 
and interpreted in reaching a conclusion 
as to the tax consequences of even ordi- 
nary business transactions, Lawyers 
feel that the study and interpretation of 
statutes, regulations, administrative rul- 
ings, and particularly court decisions 
should be their own exclusive province. 
Now that they feel more competent to 
deal with this material than they did 
10 or 20 years ago, they are asserting 
a claim to exclusive recognition in this 
field. In other words, they are seeking 
to establish the principle that tax work 
necessarily involves tax law and there- 
fore constitutes the practice of law. 

Another development which has 
motivated the legal profession in its 
efforts to crack down upon nonlawyer 
practitioners in this field is the fact that 
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in recent years the tax rates have in- 
creased and exemptions have been re- 
duced. As a result, millions of our 
wage-earners are now required to file 
tax returns and pay taxes who formerly 
were not subject to any such imposi- 
tion. Simultaneously, thousands upon 
thousands of laymen have become ac- 
tive as so-called “‘income-tax experts.” 
They participate in this work without 
meeting any requirements as to techni- 
cal competence and without subjecting 
themselves to any code of ethical con- 
duct. Many of these lay practitioners 
advertise extensively and resort to 
other business-getting tactics which, in 
terms of professional conduct, are 
denied alike to lawyers and to certified 
public accountants. Bar associations 
have been particularly allergic to this 
type of unfair competition and have 
sought to curb it. In their efforts to do 
so, however, they have launched their 
attack not merely against such unquali- 
fied and unethical practitioners, but 
against all practitioners in the tax field 
who are not lawyers. As a result, certi- 
fied public accountants have often be- 
come reluctant participants in contro- 
versies in which we should not have 
been involved but for the undiscrimin- 
ating attacks by the legal profession. 


Efforts to Codperate Formally 


Many members of the bar are as 
keenly aware of these difficulties as we 
are. They feel that certified public ac- 
countants and lawyers are members of 
companion professions who should co- 
Operate in the public interest. This 
approach led to the formation, in May, 
1944, of the National Conference of 
Lawyers and Certified Public Account- 
ants, consisting of five lawyers repre- 


senting the American Bar Association 
and five certified public accountants 


representing the American Institute of 
Accountants. This joint conference 
sought to resolve jurisdictional difficul- 
ties between the two _ professions 
through discussion in an atmosphere of 
‘arnest coOperation. At the outset, 
considerable progress was made which 
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was evidenced by the adoption by the 
Conference of the following resolution: 


“WuerEAs, Lawyers and certified public 
accountants are trained professional men, 
licensed by the several states, and required 
to bring to their public, service qualifica- 
ticns both as to competency and character ; 
and 

“WHEREAS, The American Bar Associa- 
tion and the American Institute of Account- 
ants have adopted codes of ethics to assure 
high standards of practice in both profes- 
sions ; 

“Be it Resolved, In the opinion of the 
National Conference of Lawyers and Cer- 
tified Public Accountants 

“1. That the public will be best served 
if income-tax returns are prepared either 
by certified public accountants or lawyers. 

“2. That it is in the public interest for 
lawyers to recommend the employment of 
certified public accountants and for certi- 
fied public accountants to recommend the 
employment of lawyers in any matters 
where the services of either would be help- 
ful to the client; and that neither profes- 
sion should assume to perform the func- 
tions of the other. 

“3. That certified public accountants 
should not prepare legal documents, such 
as articles of incorporation, corporate by- 
laws, contracts, deeds, trust agreements, 
wills, and similar documents. Where in 
connection with such documents, questions 
of accountancy are involved or may result, 
it is advisable that certified public account- 
ants be consulted.” 


The Seeds of Disagreement 


From that point on, however, there 
soon developed a very sharp difference 
of opinion among the conferees as to 
the permissible scope of activity by cer- 
tified public accountants in the matter 
of giving advice based upon the income- 
tax law and regulations and represent- 
ing clients before the government 
agencies administering the tax law. In 
a joint statement published in January, 
1946, the Conference virtually admitted 
that it was deadlocked for the time 
being on these issues, although it was 
felt that 

“. . the discussions of the two groups 
have stimulated a better understanding of 
the problems confronting each in their serv- 
ice to the public and have promoted a bet- 
ter feeling between the two professions. 
Periodic meetings of the two groups have 
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been scheduled for the future and both pro- 
fessions are looking forward hopefully to 
a satisfactory solution of their differences.” 


Breakdown of Codperative Effort 


This was the state of affairs when the 
Bercu case loomed up in the New York 
courts. Litigation between lawyers and 
certified public accountants superseded 
cooperative conference. The Bercu case 
was initiated by the New York County 
Lawyers Association in January, 1946. 
It started in the Supreme Court, New 
York County, where the position of the 
CPA respondent was upheld. It was 
taken on appeal by the lawyers to the 
Appellate Division, where the lower 
court was reversed. It was then taken 
to the Court of Appeals, the highest 
appellate tribunal in New York, where 
the decision and opinion of the Appel- 
late Division were unangmously upheld 
and affirmed in a decision which came 
through in July, 1949. Before the liti- 
gation was brought to a close, the active 
participants for the lawyers were the 
New York County Lawyers Associa- 
tion, the Bar Association of the City of 
New York, the New York State Bar 
Association and the American Bar As- 
sociation, three of whom filed briefs. In 
support of the CPA respondent, the 
New York State Society of Certified 
Public Accountants intervened,  re- 
tained eminent counsel, and through its 
own Committee on Codperation with 
the Bar, kept in active touch with the 
litigation in all its stages. The Ameri- 
can Institute of Accountants recognized 
the importance of the case to CPAs 
through the country; contributed sub- 
stantially toward the cost of the litiga- 
tion; and through its own able counsel 
filed a brief with the Court of Appeals 
on behalf of the Institute. Any discus- 
sion of or inquiry into the scope and 
limitations of accountants in the field of 
income-tax practice whether in New 
York or elsewhere in this country, must 
give consideration to the Bercu case 
and particularly to the opinion of the 
court which embodied its conclusions of 
law relating to the broad questions 
involved. 
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The Lowell Bar Association Case 


In order better to appraise the im- 
plications of the decision in the Bercu 
case, it will be desirable to discuss two 
other recent cases, namely: the Lowell 
Bar Association case which was decided 
by the Massachusetts Supreme Judicial 
Court in December, 1943, and the 
Conway case which was decided by the 
District Court, Second Judicial Dis- 
trict, State of Minnesota in January, 
1950. These two cases along with the 
Bercu case will be considered in their 
chronological order, though the Bercu 
case dwarfs the other two cases in im- 
portance. 


The case of Lowell Bar Association 
v. Birdie T. Loeb et al grew out of the 
activities of the American Tax Service, 
engaged in the,business of making out 
income-tax reftirns in various indus- 
trial centers of Massachusetts, such as 
Lowell, Lawrence, and Boston in 1942 
and 1943. It had been organized by 
one Louis G. Loeb, an attorney who 
was not active in the conduct of the 
business, although he was the real own- 
er of it. His wife, Birdie T. Loeb (who 
apparently was neither a lawyer nor an 
accountant) devoted all of her time to 
it and was the ostensible owner of the 
business. The general manager was one 
Friedman, who was not a lawyer but 
was an accountant, but apparently not 
a certified public accountant. The vol- 
ume of income-tax returns prepared 
was great enough to involve the work 
of about 100 emplovees during the in- 
come-tax season. None of these em- 
ployees was either a lawyer or an 
accountant. The American Tax Serv- 
ice limited itself to the preparation of 
simple income-tax returns for taxpay- 
ers whose income consisted wholly or 
almost wholly of salary or wages. It did 
not attempt to make out income-tax re- 
turns for corporations, partnerships, 
estates, fiduciaries, or businessmen con- 
ducting a business. 


The petition of the Lowell Bar Asso- 
ciation was brought to restrain the re- 
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spondents, who were not members of 
the ae, 


from holding themselves out as au- 
Pieter entitled, competent, qualified and 
able to practice law, from engaging in the 
practice of law, and from giving legal ad- 
vice in respect to liability to pay income 
taxes and the preparation and execution of 
income tax returns.” 


The opinion of the Superior Court in 
Equity, the lower court where the case 
was first heard, stated: 


“Obviously no tax returns can be made 
out correctly without complying with the 
Federal or State statutes relative to taxes 
on income. Anyone, of course, can become 
familiar with the statutory provisions, but 
the application thereof to the tax return, 
which is a legal document, involves the 
work of a lawyer, although those not mem- 
bers of the bar may become more learned 
in the application of the tax statutes than 
the average lawyer. ... The defendants 
are engaged in drafting numerous tax re- 
turns, the returns are drafted as the regular 
occupation of the defendants and such oc- 
cupation yields a substantial income. .. . 
I find and rule, therefore, that the defend- 
ants are engaged in the practice of law.” 
Accordingly, the justice of- the 
Superior Court held: 

“Tn view of the foregoing a decree may 
be entered permanently enjoining the de- 
fendants from advertising a tax service in 
any form whatsoever, whether in news- 
papers, placards or signs displayed in their 
various offices and from making out the in- 

come tax returns other than the occasional 

drafting thereof and providing such draft- 
ing is not the regular occupation of the 
defendants, and further enjoining the de- 
fendants from the practice of the law in 
any of its aspects.” 


Lowell Bar Is Reversed 


If this decision had remained undis- 
turbed, it would have constituted a 
holding that the mere preparation of an 
income-tax return for compensation as 
part of the regular occupation of any 
one not a lawyer, constituted the unlaw- 
ful practice of the law. Although the 
certified public accountants of Massa- 
chusetts certainly did not approve of 
the unethical business-getting tactics of 
these respondents, nor did they sponsor 
their technical competence to prepare 
income-tax returns, they felt that the 
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decision and the grounds upon which it 
was based were so far-reaching that 
certified public accountants were direct- 
ly concerned. Accordingly, the Massa- 
chusetts Society of Certified Public 
Accountants retained distinguished 
counsel to intervene in its behalf on the 
appeal from this decision, who filed a 
very able brief with the Supreme Judi- 
cial Court as amici curiae. Upon the 
appeal, the Massachusetts Supreme 
Judicial Court reversed the lower court 
to the extent of holding that the final 
decree should not have enjoined the re- 
spondents from preparing such returns, 
stating: 

“We think that the preparation of the 
income-tax returns in question, though it 
had to be done with some consideration of 
the law, did not lie wholly within the field 
of the practice of law.” 


The court, however, limited the scope 
of its decision in the following lan- 
guage: 
“Confining our decision to the case at 
bar, we find the respondents engaged in the 


business of making out income-tax returns 
of the least difficult kind.” 


Implications of Lowell Bar Case 


Though the impact of this decision 
was thus strictly limited to the simplest 
form of income-tax return and did not 
involve income-tax advice apart from 
the preparation of income-tax returns, 
the court, in its opinion, discussed some 
of the broader aspects of the work of 
accountants in the income-tax field. On 
the one hand, it seemed to recognize the 
broad scope of an accountant’s activities 
in the following terms: 


“The work of an accountant necessarily 
brings him into touch with rules of law 
which he must understand if his computa- 
tions and conclusions are to stand the test 
of possible litigation. He must know the 
nature and general legal effect of negotiable 
instruments, patent rights, corporate stock 
and bonds of different kinds, insurance 
policies, and other contracts. He must ap- 
preciate the distinction between buying 
goods, and taking them as bailee, agent, 
broker, or factor. He could hardly prepare 
a correct account for a partnership without 
a working knowledge of the main principles 
of the law of partnership. In preparing an 
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account for a trust estate, he must under- 
stand the difference between principal and 
income, and the rules of law governing the 
allocation of receipts and expenses to the 
one or the other. Income taxes have pro- 
duced a flood of judicial decisions and de- 
partmental rulings with which he must have 
adequate acquaintance, even though he 
merely works with figures and does not 
draft tax returns. A sharp line cannot be 
drawn between the field of the lawyer and 
that of the accountant. Some matters lie 
in a penumbra. But any service that lies 
wholly within the practice of law cannot 
lawfully be performed by an accountant or 
any other person not a member of the bar.” 


On the other hand, it suggested a line 
of demarcation beyond which the ac- 
countant might be invading the prov- 
ince of the lawyer, stating : 

“Doubtless the examination of statutes, 
judicial decisions, and departmental rulings, 
for the purpose of advising upon a question 
of law relative to taxation, and the render- 
ing to a client of an opinion thereon, are 
likewise part of the practice of law in 
which only members of the bar may en- 
gage. 

Thus, the Lowell Bar Association 
case, for purposes of our present dis- 
cussion, is significant only in a very 
limited way. It kept the door open for 
accountants to prepare tax returns. 
While it was a very important defensive 
victory for accountants, it dealt with 
only the very simplest form of income- 
tax return which would ordinarily in- 
volve little more than simple arithmeti- 
cal computation. It certainly raised 
more questions than it answered. Some 
of these questions were involved in the 
later Bercu case and other questions 
were involved in the still later Conway 
case. 


The Bercu Case 

The case of the New York County 
Lawyers Association v. Bernard Bercu 
was commenced by petition dated Janu- 
ary 14, 1946, which brought a discip- 
linary proceeding in the Supreme Court 
of the State of New York, County of 
New York, seeking to punish the re- 
spondent for contempt and to enjoin 
him from pursuing certain activities 
which petitioner claimed constituted the 
unauthorized practice of the law. In 
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contrast with both the Lowell Bar As- 
sociation and the Conway cases, re- 
spondent in this action was a certified 
public accountant. Furthermore, the 
activity involved was not the prepara- 
tion of income-tax returns but the 
giving of advice by a certified public 
accountant concerning an income-tax 
question in a situation where the ac- 
countant had not been retained to pre- 
pare the income-tax return, had not 
been retained to do any auditing work 
for the taxpayer, nor had he been re- 
tained to represent the taxpayer before 
the Treasury Department. In other 
words, the accountant here functioned 
as an income-tax consultant and, with 
respect to the particular act involved, 
could not contend that his advice was 
incidental to the preparation of a tax 
return or incidental to the audit of 
books of account or incidental to his 
representing a taxpayer before the 
Treasury Department. 


The Questions in Bercu 

The question involved related to the 
year in which certain New York City 
sales taxes were deductible for federal 
income-tax purposes. These taxes re- 
sulted from sales made by the taxpayer 
in the vears 1935, 1936, 1937, the 
liability for which had been disputed. 
In 1943, the taxpayer made a settlement 
with the City of New York and in that 
year paid the taxes. The taxpayer’s 
regular accountant (who was also a 
lawyer) had reached the conclusion 
that the amounts so paid were to be 
allocated as accrued liabilities for the 
earlier years. It was Bercu’s advice, 
based upon a ruling by the Internal 
Revenue Bureau in 1941, that a deduc- 
tion on the 1943 federal income-tax 
return was proper. It would seem that 
Bercu’s advice was correct and was ac- 
cepted and relied upon by the taxpayer 
and his regular accountant, Bercu later 
presented a bill for $500 for his serv- 
ices. Payment was refused, probably 
because of a dispute as to the size of the 
bill. Bercu brought suit for the amount 
of his bill in the Municipal Court, 
where his case was dismissed on the 
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ground that it affirmatively appeared 
that, in rendering such advice, he had 
engaged in the unlawful practice of law. 
This happened in 1944. Bercu took an 
appeal to the Appellate Term of the 
Supreme Court but this appeal was 
later discontinued at his own request. 
About a year later, the New York 
County Lawyers Association took the 
initiative and brought its disciplinary 
action against Bercu. 


N. Y. Supreme Court 
Decision in Bercu 


The matter came before Mr. Justice 
Sheintag, who decided in favor of 
Bercu in an opinion dated March 18, 
1947. The court below did not attach 
crucial significance to the fact that this 
case involved giving of advice apart 
from the preparation of tax returns or 
the performance of auditing services. 
Thus it stated: 

“Merely because an accountant gives ad- 
vice which may ultimately lead to litigation 
and impliedly prophesies the outcome of 
that litigation, it does not follow that he is 
illegally practicing law. The question so 
far as the accountant is concerned, is 
whether the advice that is given deals pri- 
marily with proper accounting practice un- 
der the Income Tax Law. In the interpre- 
tation of that statute, accounting and legal 
concepts are so intermingled that it is diffi- 
cult, if not impossible at times, to separate 
or to distinguish one from the other.” 


The line of demarcation drawn by Mr. 
Justice Shientag dealt with the specific 
subject matter concerning which tax 
advice was given. If the question was 
one which could be answered by refer- 
ence to the tax law itself, then the 
accountant was functioning within 
proper limitations. If the question in- 
volved a knowledge of law aside from 
the tax law itself, then the accountant 
was trespassing upon the exclusive ter- 
ritory of the lawyer. 

With respect to the contention that 
in this case the accountant had gone out 
of bounds because he was merely acting 
as a consultant, the court stated: 

“The petitioner in this proceeding, with- 
out conceding that a certified public ac- 


countant has the right to draw up an in- 
come tax return where questions of the 
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interpretation of the Income Tax Law and 
the rulings of the courts and Treasury De- 
partment are involved, seeks to have the 
court draw a distinction between that situ- 
ation and one where the accountant acts 
merely in a co! isulting or advisory capacity. 
The distinction, it seems to me, disregards 
the realities of the case. To the extent that 
the so-called consultant confines himself to 
problems that are directly related to his 
own calling, I see no reason for making 
the distinction urged. To be sure, the ac- 
countant must exercise care not to create 
the impression that he is acting in any 
capacity other than as an accountant, and 
not to hold himself out as being in a posi- 
tion to pass on matters of law which may 
have a bearing on tax liability but are out- 
side the province of his specialized calling.” 


It was further stated: 

“The advice which the respondent Bercu 
gave in this case was based upon a ruling 
of the Income Tax Unit of the Treasury 
Department. This is an administrative rul- 
ing which does not even bind the Depart- 
ment, much less the courts. The Depart- 
ment promulgating these rulings is staffed 
principally by accountants. Bercu undoubt- 
edly knew this and treated the ruling as 
amounting to what was considered by ac- 
countants to be sound accounting practice.” 
The court further noted that in Dirie 

Pine Products Co. v. Commisisoner, 
320 US 516, the U.S. Supreme Court 
had dealt with the very question upon 
which Bercu gave advice and had char- 
acterized the dispute involved as a 
question of proper tax accounting prac- 
tice. For these reasons, Justice Shientag 
dismissed the proceeding on the merits. 


Bercu Appeal 


The case was then taken on appeal to 
the Appellate Division and in Febru- 
ary, 1948, the decision of that court 
reversed the court below, with one 
judge out of five dissenting. The opin- 
ion was written by Mr. Peck, Presid- 
ing Justice, and is a document of the 
greatest significance. An appeal was 
then taken to the Court of Appeals, the 
highest appellate court in New York, 
which handed down its decision in 
July, 1949, affirming the Appellate Div- 
vision unanimously, without opinion. 
Thus the opinion of Mr. Justice Peck 
stands as the last word in the Bercu 
case. 
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An Interpretation of 
Justice Peck’s Opinion 


The decision itself rested upon very 
narrow grounds. It merely decided that 
where an accountant was in the situa- 
tion of Bercu and gave tax advice to a 
client who had not retained him to 
prepare his income-tax return or to 
audit his books of account or to repre- 
sent him before the Treasury Depart- 
ment, under such circumstances his 
advice was not incidental to the prac- 
tice of the profession of accountancy, 
but constituted the practice of law. Mr. 
Justice Peck recognized the overlapping 
of law and accounting in the field of 
taxation but felt that it was necessary 
to draw some line of demarcation. The 
court felt that this line had to be drawn 
in a simple and practical way and that 
it was not feasible to determine whether 
or not the specific tax problem involved 
was essentially a question of tax law or 
a question of tax accounting. As the 
court said: 

“An objective line must be drawn, and 
the point at which it must be drawn, at 
very least, is where the accountant or non- 
lawyer undertakes to pass upon a legal 
question apart from the regular pursuit of 
his calling.” 


The court set forth in reasonably 
specific terms what it meant by permis- 
sible tax work within the regular pur- 
suit of the accountant’s calling: 

1. It is recognized that in auditing 
books of account and/or advising with 
respect to making entries therein the 
accountant’s work must take cogniz- 
ance of tax law. In such a case the 
advice with respect to tax matters is in- 
cidental to and connected with account- 
ing work and is therefore on the right 
side of the line of demarcation. 

2. The court went to great lengths 
to stress the point that accountants 
were permitted to prepare tax returns 
and that, in doing so, they were to be 
given jurisdiction over incidental legal 
questions arising in connection with the 
preparation of said returns. This view 
was repeated in several places in the 
opinion. The matter is so important 
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that it warrants extensive quotation 
from the Bercu opinion: 


“The preparation of an income tax re- 
turn is not primarily a matter of law and 
generally and mainly is not a matter of law. 
It may usually be prepared by one having 
no legal knowledge, from instructions pre- 
pared for lay consumption, or by one hav- 
ing only incidental legal knowledge. A 
taxpayer should not be required, therefore, 
and is not required, to go to a lawyer to 
have a tax return prepared. It is a prac- 
tical, reasonable and proper accommodation 
to business men and the accounting profes- 
sion not only to permit accountants to pre- 
pare tax returns but to permit them, despite 
the risks involved, to assume jurisdiction 
of the incidental legal questions that may 
arise in connection with preparing tax re- 
turns. It is quite another thing to say that, 
apart from preparing a tax return and 
from doing the accounting work in connec- 
tion with the return, an accountant should 
be permitted as an independent consultant 
to pass upon specific questions which are 
questions of law, especially when the occa- 
sion for such consultation is apt to be, as it 
was in this case, a particularly knotty ques- 
tion of law.... 


“We have heard no proposal that ac- 
countants be ousted from the income tax 
field. It is precisely out of consideration of 
the interests which respondent emphasizes, 
that a taxpayer may, if he wishes, leave 
the entire preparation of the tax return to 
his accountant, legal incidents included, 
without the necessity of engaging a law- 
i ee 


“Any attempt at such delineation and 
control would be wholly impractical. We 
must either admit frankly that taxation is 
a hybrid of law and accounting and, as a 
matter of practical administration, permit 
accountants to practice tax law, or, also 
as a matter of practical administration, 
while allowing the accountant jurisdiction 
of incidental questions of law which may 
arise in connection with auditing books or 
preparing tax returns, deny him the right 
as a consultant to give legal advice. We 
are of the opinion that the latter alternative 
accerds to the accountant all necessary and 
desirable latitude and that nothing less 
would accord to the public the protection 
that is necessary when it seeks legal 
advice.” 


Thus with respect to the preparation 
of income-tax returns, the Appellate 
Division went far beyond the limited 
ruling in favor of the accountants in the 
Lowell Bar Association case. There is 
no distinction here between simple tax 
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returns and those which are more com- 
plicated. It is recognized that legal 
questions arise incidental to the prepa- 
ration of income-tax returns, But 
‘despite the risks involved, the account- 
ing profession is permitted not only to 
prepare tax returns, but to assume jur- 
isdiction of the incidental legal ques- 
tions that may arise in connection with 
preparing tax returns.” 


3. In the injunction which was em- 
bodied in the court order, Bercu was 
expressly NoT enjoined from “applying 
his knowledge of tax law and regula- 
tions” in any matter where he was pri- 
marily employed to practice public 
accountancy (including the prepara- 
tion of tax returns) nor is he enjoined 
“as a certified public accountant en- 
rolled as an agent with the Department 
of the U.S. Treasury from performing 
services in the presentation of a client’s 
interests to that Department as author- 
ized by its rules and regulations.” 
While this language does not expressly 
refer to the giving of tax advice where 
it is incidental to and connected with 
representing a taxpayer before the 
Treasury Department, it would seem to 
follow inevitably that “performing 
services in the presentation of a client’s 
interests to that Department as author- 
ized by its rules and regulations” would 
include within its scope the giving of 
tax advice. This was the view of Mr. 
Justice Shientag in the court below: 


“I regard as of no special significance, 
so far as the problem we are considering 
is concerned, the reservation that admission 
to practice as agents before the Treasury 
Department ‘shall not be construed as au- 
thorizing persons not members of the bar 
to practice law.’ Obviously, permission tc 
represent a client before the Treasury De- 
partment or in the Tax Court implies a 
right to advise the client. It is only by 
closing our eyes to the realities of practice 
in the business community that it can be 
contended that the privilege to appear be- 
fore the Treasury Department and to pre- 
sent the claims of taxpayers to that Depart- 
ment has any substance cr meaning without 
the accompanying privilege of advising tax- 
payers about those same matters.” 
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Bercu Opinion 
Recognizes Accountants 


From the foregoing it is quite appar- 
ent that the decision in the Bercu case, 
and the opinion which supports it, go 
far in affirming the wide scope of per- 
missible practice by accountants in the 
field of income taxation. On the other 
hand, the court order did impose a very 
definite limitation and consistent with 
that limitation, did enjoin Bercu in no 
uncertain terms: 

“from holding himself out or assuming, 

using or advertising imself as a tax coun- 

sel, tax counsellor, or tax consultant or by 
any equivalent designation.” 


Since the permissible scope of the 
accountant’s activities in this field is to 
be kept within the bounds of “the 
regular pursuit of his calling,” it be- 
comes important to establish an ac- 
countant-client relationship broad en- 
ough to support the claim that the tax 
advice given is incidental to or connect- 
ed with the regular pursuit of our 
calling as public accountants. That, of 
course, is the normal situation for most 
accountants with respect to the tax 
work they do. The situation in which 
Bercu found himself would be an un- 
usual one in the experience of most 
accountants, From the court’s view- 
point, Bercu was an outsider in terms 
of the usual accountant-client relation- 
ship. He was functioning merely as a 
tax consultant and, in the court’s view, 
such activity is the practice of the law. 


The Conway Case 


The most recent case dealing with 
our subject matter is that of Gardner 
et al v. James L. Conway decided Janu- 
ary 23, 1950, by the District Court, 
Second Judicial District, State of Min- 
nesota. This was an action brought by 
the seven members of the Committee on 
the Unauthorized and Illegal Practice 
of the Law of the Ramsey County Bar 
Association, acting on behalf of the said 
bar association and on behalf of them- 
selves and others as individual licensed 
attorneys-at-law, seeking to punish the 
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defendant for the alleged unlawful prac- 
tice of law and to restrain such unlawful 
practice in the future. The case in- 
volved the preparation of income-tax 
returns by one who was not a lawyer 
and who was not a certified public ac- 
countant, who had held himself out to 
the public as “a duly qualified Income 
Tax Expert.” In March of 1948, the 
defendant had, for a cash consideration, 
prepared an income-tax return which 
had involved advice upon certain inci- 
dental questions. As stated in the find- 
ings of fact of the court, he had thus 


“.. wrongfully and unlawfully entered 
into the excluded field of the practice of 
the law by then and there giving legal aid 
and legal advice to a certain taxpayer in 
the following, among other respects: 

“(a) By determining the legal question 
as to whether or not the taxpayer was or 
was not in a partnership enterprise with 
his wife; 

“(b) By determining the legal question 
as to whether or not the taxpayer was en- 
titled to claim his wife as an exemption 
since the taxpayer had never been cere- 
monially married, though maintaining a 
common-law marriage status; 

“(c) By determining the legal question 
as to whether or not under the circum- 
stances, the taxpayer should file a separate 
return and advise his common-law wife to 
file a separate return; 

“(d) By determining the legal question 
as to whether or not certain money spent 
on improvements of buildings in the busi- 
ness enterprise was or was not deductible 
from his earnings, and 

“(e) By determining the legal question 
as to whether or not a certain produce loss 
sustained by frost and subsequent flood was 
a deductible item.” 


The Minnesota Society of Certified 
Public Accountants, the Minnesota As- 
sociation of Public Accountants, and 
the State Association of Public Ac- 
countants, all filed briefs in the proceed- 
ing. The court held 

“That the Plaintiffs are entitled to an 
injunction enjoining and restraining the 
Defendant from holding himself out .. . as 
an income tax expert, tax counsel, tax at- 
torney, tax consultant, or by any equivalent 
designation. ; 

“That the Plaintiffs are entitled to an 
injunction enjoining and restraining the 
Defendant from practicing or assuming to 
practice law in any manner, and in particu- 
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lar from engaging in the giving of legal 
opinions or advice in relation to tax laws 
or in conection with the preparing, the as- 
sisting in preparing, the making out or 
the assisting in the making out of tax re- 
turns, and in rendering legal services in 
respect thereto, whether for a fee or charge 
therefor or not.” 


Judge Albin S. Pearson specifically 
stated in his opinion that “ my views 
coincide with what is said in the Bercu 
opinion,” a position which he reiterated 
in subsequent correspondence with 
counsel who apparently sought to have 
him clarify this point. Nevertheless, 
the reasoning in support of the conclu- 
sions reached by the court is difficult 
to reconcile with the conclusions in the 
Bercu opinion. For example, Judge 
Pearson stated : 


“TI disagree with the broad claim of the 
Minnesota Society of Certified Public Ac- 
countants as applied to the facts here that 

‘the making cf income tax returns and 

giving advice on tax laws and regu- 
lations in connection therewith does not 
constitute the unauthorized practice cf 
law,’ 


although I agree with a great deal of what 
is said in its brief, especially that in busi- 
ness problems involving questions of ac- 
countancy and of law it is advantageous 
generally and absolutely necessary some- 
times to engage both an accountant and a 
lawyer, to let them adjust the division of 
effort and responsibility so as to obtain the 
benefit of each practitioner's skill and judg- 
ment as regards matters within his grasp. 


It must be realized, however, that the 
case Was an extreme one from at least 
two standpoints: 


1. The determination as to whether 
or not the taxpayer was legally married 
to his alleged common-law wife, and the 
question as to whether or not the tax- 
payer was in a partnership relation with 
his alleged wife, were legal questions of 
such a nature that certified public ac- 
countants, as a matter of sound policy, 
would not and should not venture to 
pass upon them, even though the broad 
rule of the Bercu case might permit 
them to do so. 

2. The defendant in this action, at 
most, had very meager qualifications 
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to practice in the tax field, the court 
having found: 

“In this case, the Defendant’s qualifica- 
tions are based upon an eighth grade educa- 
tion, selling insurance, operating a collec- 
tion agency, managing a hardware store 
and doing other dissimilar work in no way 
whatever relating to law or law education, 
training or experience. For three years he 
was employ ed in the office of the Collector 
of Internal Revenue and undoubtedly be- 
came proficient in the purely clerical or 
routine aspect of tax returns. Whatever 
he did in any of these activities could not 
possibly give him the necessary training in 
the fundamental principles, history, devel- 
opment, and application of law in general 
or in any of its branches in Ww hich he gave 
advice for a professional fee.’ 


What the court decided in this case 
would seem to be more consistent with 
the Bercu case opinion of Mr. Justice 
Shientag in the lower court rather than 
with the decision and opinion of the 
Appellate Division, affirmed by the 
Court of Appeals. It is not known 
whether this case is to be carried on 
appeal to the higher courts of Minne- 
sota. If it is, there should be some 
desired clarification of the attitude of 
the courts of Minnesota on professional 
practice in the field of income taxation. 

The termination of the Bercu case 
brought forth, both from the lawyers 
and the certified public accountants, 
statements which urged the resumption 
of the conference method of dealing 
with these problems, There can be no 
doubt that accountants, particularly 
certified public accountants, must be ac- 
corded an important place in the field 
of federal income-tax work. In many 
instances, the interests of the client will 
best be served by employing both an 
attorney and an accountant: to handle 
his tax matter. In most cases, how- 
ever, the added expense of retaining 
two experts is not justified, either from 
the standpoint of the sum of money or 
the technical difficulties involved. Con- 
cededly, there is a large overlapping 
area which lawyers and accountants oc- 
cupy as professional tenants in com- 
mon. There are phases of tax work 
which accountants should be ready to 
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The Scope and Limitations of Accountants’ Practice in Federal Income Taxation 


recognize can best be handled by mem- 
bers of the bar. On the other hand, 
there are aspects of tax work which 
so clearly involve accounting concepts 
and accounting practices that lawyers 
should realize that the aid of the certi- 
fied public accountant is indispensable. 
These are matters which can be effec- 
tively explored in joint conference by 


representatives of the lawyers and the 
certified public accountants. The task 
will not be free from difficulty but much 
will gradually be accomplished if these 
discussions can proceed, as they should, 
in the codperative atmosphere in which 
two companion professions should work 
if the best interests of the public are to 
be served. 


Presentation in Financial Statements Where Mortgage Exceeds Depreciated Cost 


(Continued from page 519) 


in the property. The income statement 
would be meaningless without their in- 
clusion. Also, we can hardly say that 
their accrual, as in the case of deprecia- 
tion, creates a type of surplus. If the 
property is abandoned or some settle- 
ment is made of the interest, then and 
only then do we have grounds for an 
adjustment to surplus. Of course, situ- 
ations may arise where the continued 
accrual of large interest arrears may 
tend to create a misleading impression 
as to the true overall financial position, 
as for example, where one property only 
out of many is affected. Each individu- 
al case should be examined on its own 
merits and a solution adopted which 
best sets forth the company’s financial 
position from the overall viewpoint ; it 
is not desirable to generalize on this 
subject; explanatory footnotes will un- 
doubtedly be in order. 


It will be noted that I have omitted 
all reference to the tax aspect of the 
problem. I realize, of course, that this 
aspect is of vital importance to the 
owner and often plays a large part in 
determining the accounting policies 
adopted. There is a_ considerable 
amount of published material available 
from the tax point of view for those 
who are interested. I have purposely 
omitted any reference to tax matters in 
this discussion so as to emphasize the 
strictly accounting point of view. 

As I stated earlier there is not a great 
deal of published material available to 
indicate different accounting methods 
which may be considered generally ac- 
ceptable in dealing with the problem. It 
would be interesting for the guidance of 
others, to receive comments from ac- 
countants who have had some experi- 
ence in this field. 





Full Disclosure and the Surplus Statement 


(Continued from page 529) 


sary, and items may be classified ac- 
cordingly. The recommended forms can 
be applied to the corporation no matter 
how large or small. If, on the other 
hand, management objects because it 
would be disclosing too much informa- 
tion, then such is not a valid objection. 

Agencies and regulatory bodies such 
as the various Stock Exchanges and the 
Securities and Exchange Commission 
should welcome such a reform. The 
additional facts disclosed by these pro- 
cedures would be helpful in the per- 
formance of their task and would 
provide prospective investors with sub- 
stantial information not available to 
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them under today’s method of report- 
ing. 

In conclusion, the writers feel that 
the surplus statements in use today are 
sorely in need of an overhauling. They 
are deficient insofar as they present 
information relating only to the current 
year and the balance at the end of the 
year. We seriously believe that due 
consideration should be given to 
changes with the view in mind towards 
better disclosure of the results of reor- 
ganization as well as presenting other 
pertinent information in a historical 
manner. On that note, criticism is in- 
vited. 
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Depreciable Assets Are Prepaid Expenses 


By J. H. LanpMAN 


| bebe e gineneti depreciable assets are 
prepaid expenses like fire insurance 
premiums. The time-worn contention 
that annual depreciation deductions are 
necessary to enable business to replace 
consumed assets is as obsolete as it is 
unwarranted. Rarely are such allow- 
ances funded and where they are, they 
tend to reflect adversely on manage- 
ment’s business ability. The taking of 
annual depreciation deductions is 
neither a recovering nor a replacing 
operation. The depreciable property is 
in reality consumed and expensed dur- 
ing its useful life; and a betterment and 
not a replacement is usually put in its 
stead. Capital assets are acquired from 
nondescript earnings and loans. “An- 
nual amortization of fixed assets used” 
is a much more accurate and descriptive 
term for the phenomenon that the ac- 
counting profession refers to as depre- 
ciation allowance, or deduction. 

By and large the tax and accounting 
concepts of depreciation are compar- 
able! They both conceive of it as a 
reasonable annual allowance for the ex- 
haustion, wear and tear of property 
used in a trade or business, or of prop- 
erty held for the production of income 
determined on the basis of facts reason- 





J. H. Lanpman is a New York 
tax attorney, trained also as an ac- 
countant and economist. He is a 
member of the Income Tax Commit- 
tee of the American Bar Association, 
and is a director of the Federal Tax 
Forum. 











ably known to exist at the end of the 
year.” 

It is well established that no income 
is realized when a taxpayer receives 
funds or property from outsiders as an 
inducement to construct or expand ex- 
isting facilities.s One fundamental flaw, 
however, in the tax treatment of depre- 
ciable assets as prepaid expenses has 
been the fact that the U. S. Treasury 
refused to treat as such community gifts 
of plant, equipment, and cash for the 
same. On May 15, 1950, the United 
States Supreme Court endorsed the 
view of the Third Circuit Court* and 
ruled unequivocally in the Brown Shoe 
Company® case that donated facilities 
are capital and are subject to annual 
write-offs. This court distinguished this 
case from its earlier one in Detroit 
Edison Company® by arguing that in 
the Brown Shoe Company case pay- 
ments were made by the communities to 
the taxpayer on condition that it employ 
large local labor forces whereas in the 
other case payments were made by cus- 
tomers for services rendered. The dis- 
tinction is at best a specious one. It 
would have been so much more con- 
vincing if the court had renounced the 
anachronistic concept of depreciable 
assets and frankly admitted that such 
properties are in their very nature pre- 
paid expenses or deferred charges. 
However, the result is the same because 
the only tax inconsistency with this idea 
has been removed legally. 

Having eliminated the last vestige of 
the old concept of depreciation, the 
principle of the Virginian Hotel Corpo- 
ration case? comes up for reconsidera- 


1 For a detailed exposition of the depreciation concept, see the author’s “Replacement 
Depreciation” in Dun’s Review, February 1949, and “The Old and New Depreciation Problem 


in Taxes”, October, 1949. 


2 Section 23(1) I.R.C.; Section 29.23(1)-1; Section 29.113(b) (1)-1. 


3 Edwards v. Cuba R.R. Co., 268 U. S. 6 


28. 


4 Com’r. v. McKay Products Corp., 178 F. (2d) 639. 
5 Reversing (C.C.A.-8) 175 F. (2d) 305, which reversed in part 10 T.C. 291. 


6 319 U.S. 98. 
7 319 U. S.523. 
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tion. It holds that depreciation must be 
deducted when claimed and not disal- 
lowed even though these deductions do 
not reduce taxable income, which situa- 
tion would prevail in deficit years. 
Taxpayers, therefore, must deduct the 
allowable amount of depreciation as a 
minimum. In addition the tax value of 
depreciable property for sale or ex- 
change must be adjusted for deprecia- 
tion to the extent allowed but not less 
than the amount allowable by the U. S. 
Treasury.’ This decision is consistent 
with the prepaid expense idea of de- 
preciable assets and requires no revi- 
sion on this account. The chronic 
criticism that has been levelled against 
this decision, because it works a hard- 
ship on the taxpayer for a mistake from 
which it derived no tax advantage, is 
not altogether convincing. If deprecia- 
tion is an expense and it is, then it must 
meet the tests of being “reasonable” and 
“ordinary and necessary” that are ap- 
plicable to such other expenditures as, 
for example, salaries and rent. Depre- 
ciation is not entitled to tax treatment 
that is not accorded other deductible 
disbursements. Actually much of the 
alleged tax harm that the taxpayer 
sustains in a deficit year is corrected by 
the tax benefits derived from net oper- 
ating loss carry-backs and carry- 
forwards. 

We turn now to a consideration of 
the impact of the “tax benefit rule.”’9 
Its use is restricted to business and non- 
business bad debts not on the reserve 
basis, worthless bonds, taxes, and other 
delinquency amounts. Depreciation, 
depletion, amortization, and amortiza- 
ble bond premiums are specifically ex- 
cluded by Treasury regulations. In 
the case of a bad debt, its recovery is 
included in gross income in the year re- 
ceived. But if the prior bad debt loss did 
not yield a full tax reduction, the re- 
covery in the latter year is reduced by 
the amount of bad debt loss which did 
not effect a tax reduction. Only the 
balance of the recovery, if any, is tax- 
8 Section 29.23(1)-5. 

9 Section 22(b) (12) ; 29.22(b) (12)-1. 
10 64 S. Ct. 239, 
11 Section 22(b). 
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able in the year received. In arriving at 
the net tax reduction of the bad debt 
year, effect must be given to net operat- 
ing loss carry-backs and carry-overs, 
or capital loss carry-overs. 

The “tax benefit rule” might be ex- 
tended to embrace depreciation, deple- 
tion, amortization or amortizable bond 
premiums. This can be achieved by re- 
vising T.D. 5454 dated May 10, 1945, 
which specifically excluded these very 
deductions from the purview of the “tax 
benefit rule”. This Treasury regulation 
stems from the Dobson case in the 
Supreme Court.!° Just as the principle 
in the recent Brown Shoe Company 
case altered the earlier doctrine of the 
Detroit Edison Company decision, so it 
is hoped that at the next opportunity 
the Supreme Court will rectify its 
thinking to make it possible for depre- 
ciation to be subject to the “tax benefit 
rule”, As a matter of fact the “tax 
benefit rule” is covered by statute?! as 
to only three items, i.e., bad debts, 
taxes, and delinquency amounts such 
as interest on delinquency taxes. By 
Treasury regulations, and court deci- 
sions its scope has been greatly ex- 
tended. The Dobson case is unwarrant- 
ed authority for the U. S. Treasury to 
exclude depreciation, depletion, amorti- 
zation, and amortizable bond premiums 
from the “tax benefit rule” because the 
subject matter of this decision was only 
the tax treatment of the recovery of 
stock losses. In conformity with their 
earlier liberal conduct relative to the 
pertinent Code Section 22(b), the 
Treasury or the United States Supreme 
Court might embrace depreciation. The 
tax advantages that taxpayers might 
derive from the application of the “tax 
benefit rule” to depreciation must not 
be exaggerated but it will a least place 
depreciation as a prepaid expense prop- 
erly in the tax structure of our federal 
government. If need be, the enactment 
of a statute to effect this result is 
defensible. 
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New York City and State Taxes 


of Advertising Agencies 


By Georce N. Farranp, C.P.A. 


great impact of federal income 
taxes during the past fifteen years 
has tended to overshadow the signifi- 
cance of local taxes, which have been 
expanding steadily, particularly during 
the postwar period. The total of these 
taxes in the United States has increased 
from 8.3 billion in 1941 to 13.3 billion 
in 1948. During that year, the propor- 
tionate amounts of the total tax revenue 
of 54.5 billion dollars were as follows : 

Federal 74% 

State 14% 

Local 12% 





100% 


Sales and use taxes account for a 
large part of the increase in local taxes. 





GEORGE N. FARRAND, C.P.A., is a 
member of our Society and of the 
American Institute of Accountants, 
and has been a member of commit- 
tees of both organizations. 

Mr. Farrand’s professional career 
includes service as a member of the 
staff of a national public accounting 
firm and Research Assistant, Ameri- 
can Institute of Accountants. He is 
presently Assistant Secretary of 
Young and Rubicam, Inc., New 
York. 

Mr. Farrand has lectured at sev- 
era! universities and is the author of 
other articles which have heretofore 
appeared in The New York Certified 
Public Accountant, and other publi- 
cations. 

This article is based upon an ad- 
dress recently delivered at a Seminar 
on Profitable Advertising Agency 
Management, sponsored by the Divi- 
sion of General Education of New 
York University. 











At the present time, sales taxes are in 
effect in thirty-one states and use taxes 
in twenty-four. In addition, sales taxes 
are being levied in 179 cities and four 
counties. In New York City alone, the 
revenue from sales and gross receipts 
taxes amounted to sixty million dollars 
in 1946 and one hundred thirty-two 
million (more than double) in 1947. 
The contagious spread of sales taxes in 
California cities is evidenced by the fact 
that only four cities had such a tax in 
1946, 56 in 1947, 89 in 1948, and well 
over 100 at the present time. The reve- 
nue from these city sales taxes increased 
from 14 million in 1947 to 25 million 
in 1948.2 


New York Taxes 

This paper deals with New York 
City and State taxes, particularly as 
they affect advertising agencies. Taxes 
in New York City have extended from 
the basic real estate tax to sales, use, 
gross receipts, accupancy, and other 
special taxes enacted largely during the 
30’s. In New York State, we have, 
among others, the corporate franchise, 
unincorporated business, personal in- 
come, unemployment, disability, and 
other taxes. The last mentioned tax is 
a new one, whose full impact is yet to 
he felt. 


New York City Sales and Use Taxes 

Primary emphasis is here placed 
upon the New York City sales and use 
taxes, largely due to the many problems 
which they pose daily in advertising 
agencies. In order better to understand 
the ramifications of these “nuisance” 
taxes, there follows a brief historical 
sketch of the sales and related taxes. 


History 
The far-reaching New York City 
sales tax was made effective December 


1 Tax Outlook, October, 1949, The Tax Foundation, Incorporated, New York 20, New 


York. 


2 Recent Trends in Local Taxes (1942-1947), The Tax Foundation, Incorporated. 
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New York City and State Taxes of Advertising Agencies 


10, 1934, through enabling legislation 
by the State Legislature which provided 
for a “temporary emergency tax for 
unemployment relief”. This emergency 
tax has since been extended from time 
to time and is now scheduled to run to 
June 30, 1952, from which date it will 
no doubt be extended further. The 
sales tax applies largely to the sale at 
retail of tangible personal property, 
rentals thereof and certain services. 

In order to overcome the strict limi- 
tations of the sales tax to intra-city 
transactions, a personal property tax 
was enacted as of January 1, 1935. 
Since the application of this tax, how- 
ever, was limited to designated items, 
such as radios, furs, autos, jewelry, etc., 
it was abandoned on June 30, 1940, in 
favor of a new and much more devastat- 
ing tax, the compensating use tax. 

The legal basis for the compensating 
use tax was laid by several court deci- 
sions, including that in the famous 
Berwind-White case, decided April 6, 
1940 by the Supreme Court of the 
United States.’ In this case, the Court 
ruled that a sale of tangible personal 
property (coal) could be subject to 
sales tax in the jurisdiction of its des- 
tination, even though it may have 
crossed state lines. In short, the Inter- 
state Commerce clause of the Constitu- 
tion lost much of its prior potency. 

The compensating use tax applies to 
the use of tangible personal property 
not covered by the sales tax, and is 
much broader than the predecessor per- 
sonal property tax. The former tax has 
been extended over the same periods as 
the sales tax, its complement. 

The sales and use taxes were further 
strengthened by the enactment, effective 
July 1, 1942, of the so-called ‘*Fabricat- 
ing Amendment”, which further extend- 
ed these taxes to cover the fabrication, 
printing, conversion, etc., of tangible 
personal property furnished by the pur- 
chaser. 


General Sales and Use Tax 

Problems 

The rate of these taxes has varied 
from 2% at inception in 1934 to 1% 
from October 26, 1941, to June 30, 
1946, and finally, to the present rate of 
2%. As previously indicated, total re- 
ceipts from these taxes now exceed 100 
million dollars per annum. This in- 
creased revenue has been aided mate- 
rially by more extensive audits and 
extension of the application from per- 
sonal property to services of many 
kinds. 

The lack of clear principles and rul- 
ings has confused both vendors and 
consumers, notwithstanding the fact 
that the burden of proof is on them to 
sustain the failure to pay a tax. Unlike 
some jurisdictions, New York City 
holds the consumer liable for the tax 
where the vendor has failed to charge it. 
In addition, there is a third reponsibili- 
ty on the part of clients of advertising 
agencies to pay any tax not properly 
paid by the vendor or the advertising 
agency. 

In examinations by the City, a sig- 
nificant factor in determining the taxa- 
bility of transactions is the evidence 
available in purchase orders, invoices, 
and collateral material. If the tax is in- 
cluded in the price of the article without 
specification, its inclusion may be 
denied by the City. On the other hand, 
the enumeration of various elements of 
price in a vendor’s invoice will limit the 
tax to the applicable items. 

It is not enough that vendors are re- 
quired to file returns with the City for 
taxes collected by them. In addition, 
consumers are required to file returns 
covering taxable purchases by them 
where the vendor fails to bill the tax. 
This requirement holds for the omission 
of sales taxes by local vendors as well 
as the compensating use tax applicable 
to purchases from outside the City. 
Where the consumer pays a tax to a 
vendor who fails to include such tax in 
his invoice, the consumer may be denied 
proof of payment by the tax authorities. 


3 McGoldrick vy. Berwind-White Coal Mining Company (309 U. S. 33). 
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In such cases, the consumer preferably 
should pay the tax directly to the City 
with the proper return. 


Special Problems of 

Advertising Agencies 

Advertising agencies are in the pecu- 
liar position where most of their pur- 
chases are for the account of their 
clients, and correspondingly, are bill- 
able to them. The sales and use taxes 
paid by agencies, accordingly, fall large- 
ly in this category. In some respects, 
sales and use taxes pose more difficult 
problems to advertising agencies than 
the Federal income tax. Preparation of 
the latter return is largely an annual 
affair, concentrated in a few weeks’ 
time, while the former, being transac- 
tion taxes, must be met daily in the great 
variety of transactions entered into by 
agencies. The nature of these items and 
special tax problems presented by them 
are discussed more fully hereinafter. 


Among other things, the sales and 
use taxes have imposed serious admin- 
istrative burdens on advertising agen- 
cies. Tremendous clerical tasks are 
involved in auditing vendors’ invoices 
and preparing vouchers and returns for 
the many cases of use tax or where the 
sales tax is improperly omitted from the 
vendor’s invoice. The existence of sales 
and use taxes in other cities and states 
compounds these difficulties, so that in 
agencies of any size experts are re- 
quired who devote their entire time to 
such tax matters. 

Recent experience in examinations of 
advertising agencies by the City indi- 
cates still other problems for this type 
of business. The typical examination 
involves a review of the records for a 
test period of possibly three months of 
the statutory period. Unreported tax- 
able purchases applicable to this period 
may be divided by agency income or 
commissions to determine a correction 
factor. This factor may then be applied 
to the agency income of all open years 
to determine the amount of additional 
taxes applicable thereto. 


The failure to file returns presently 
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or in the past is very serious, since then 
the three-year statute of limitations does 
not run. In such cases, the City may 
determine taxable amounts by another 
formula which uses the ratio of taxable 
purchases reported to total income dur- 
ing the filing period as a basis for cal- 
culating assumed taxable purchases 
during the open years. The tax so de- 
termined would then be subject also to 
interest and possibly a penalty assess- 
ment. Unfortunately, the advertising 
agency would be in a difficult, if not 
impossible, position to bill clients for 
taxes which might have been billable 
had they been determined at the time 
of the transactions. In any such retro- 
active assessment under a formula 
method, the agency should attempt to 
give effect to the lesser impact of the 
tax in any earlier years subject to as- 
sessment. The making of retroactive 
assessments based upon present-day 
sales and use tax principles is grossly 
unfair to the taxpayer. 

The administration of these City 
taxes makes appeals of assessments ex- 
ceedingly difficult. The lack of clear 
principles and rulings by the City, par- 
ticularly in regard to transactions en- 
tered into by advertising agencies, puts 
the taxpayer at a disadvantage with the 
City. In addition, appeals are time- 
consuming and technical, with the re- 
sult that few taxpayers make formal 
appeals from assessments of sales and 
use taxes, even though they may doubt 
the validity of a large part of the 
assessment. 


Typical Transactions of 

Advertising Agencies 

I should like next to touch very brief- 
ly on some of the typical transactions of 
advertising agencies which present sales 
tax problems in New York City, Since 
the taxability of some of these transac- 
tions has not been clearly determined, 
no attempt will be made in such cases to 
reach final conclusions thereon. In 
other cases, although the tax status is 
clear, determining the amount subject 
to tax may not be an easy matter. It is 
hoped, however, that brief reference to 
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New York City and State Taxes of Advertising Agencies 


such transactions will suggest the many 
difficulties of this problem. 


Art Work and Photography 

It is generally agreed that art work 
and photography performed outside the 
agency are subject to the sales tax. 
Three decisions, however, have been 
rendered by the New York Court of 
Appeals during the past 12 years which, 
by their apparent inconsistency, have 
created a feeling of uncertainty in the 
minds of the taxpayers. In the first 
case,* the Court held in 1938 that the 
sale of paintings to a publisher for re- 
production was not taxable, since there 
was no transfer of title or possession 
and only reproduction rights were con- 
veyed. In 1946, the same Court held5 
that the sale of photographs to advertis- 
ing agencies for reproduction was tax- 
able, since it involved the transfer of 
either title or possession and use, and 
followed customary trade practice. As 
recently as February 3, 1950, in the case 
of Toni Frissel et al. v. City of New 
York, the Court held that photographic 
prints sold.to Conde Nast Publications, 
Inc., were not taxable because there was 
no transfer of title, possession was only 
incident to the preparation of engrav- 
ings, and first reproduction rights only 
were transferred. 

The Frissel case is in many respects a 
restatement of the Street & Smith case. 
In both these cases, it is significant that 
the purchaser was a publisher who ap- 
parently was interested only in first re- 
production rights. In my opinion, the 
Frissel case gives little comfort to ad- 
vertising agencies, who, by the very na- 
ture of their business, usually must ac- 
quire complete rights to art work and 
photography purchased for use in ad- 
vertising. However, this most recent 
decision may have other implications 
beyond the immediate case. 


Engravings, Electrotypes, etc. 
The purchase of engravings, electro- 
types, mats, etc., by advertising agen- 





cies for use in advertising is also gen- 
erally subject to the sales tax. Since 
the New York City tax would apply 
only to deliveries within the City, the 
destination of these plates is an impor- 
tant factor which must be determined 
by the agency in each case. In addition, 
where delivery is made outside the 
City, a cost accounting question arises 
as to what part, if any, of the cost is 
assignable to New York City. Some 
tax agents have held that the cost of 
negatives is assignable to New York 
City, even where all the positive plates 
prepared therefrom by New York ven- 
dors are shipped outside the City. A 
more practical approach, however, 
might be to apportion the total cost 
against the number of positive plates 
shipped, Other cost accounting ques- 
tions arise where proofs are sent to an 
agency or client in the City and all 
plates are shipped outside, or where 
extra labor is performed on the produc- 
tion of plates which are shipped both 
into and outside the City. 

In some cases, original engravings 
are shipped outside the City for use in 
publications or for the preparation of 
electrotypes and thereafter such engrav- 
ings are returned to the City for use in 
publications. Is the ultimate return of 
the engravings to the City subject to 
the sales tax? 


Typography 

Since type used in composition work 
is usually returned to the typographer 
for melting and reuse, the City has 
agreed with typographers to charge 
only half the regular rate, or 1% sales 
tax on such charges. This seems to be 
a reasonable compromise on an other- 
wise complicated matter. 


Protective Shells 

Since protective shells prepared by 
out-of-town publications at the request 
of the agency are rarely actually used 
or returned to the agency, they should 
not be subject to the sales tax. Although 


4 Howitt v. Street & Smith Publications, Inc., 276 N.Y. 345. 
5 Pagano, Inc. v. City of New York et al., 295 N.Y. 784. 
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most of such publications have New 
York City letterheads for billing, edi- 
torial and correspondence purposes, it 
is important for the agency to determine 
the location of the printing plant in 
order to avoid payment of the tax on 
such transactions. 


Motion Picture Films 

The advent and extension of televi- 
sion have increased considerably the 
use of motion picture films by advertis- 
ing agencies and their clients. As in the 
case of plates, a significant cost account- 
ing problem arises where motion pic- 
ture films are produced in one jurisdic- 
tion and the positive films are shipped 
to another. New York City has held 
that the production cost of negative 
films produced in New York City is 
subject to the tax even though the posi- 
tive prints are shipped outside the City. 
By the same reasoning, only the cost 
of positive prints shipped into New 
York City, the negatives for which are 
produced outside the City, should be 
subject to the tax. Again, delivery is 
an important factor in determining tax- 
ability. 


Rentals 

While the rental of tangible personal 
property is generally subject to the sales 
tax, there may be a difficult tax ques- 
tion in the case of the rental of studios 
and certain facilities. Real estate in ii- 
self is not subject to the tax, but an art 
or television studio in which extensive 
properties, furnishings and mechanical 
equipment are used may enter the tax- 
able area. On the other hand, where 
the possession and use of such facilities 
are by employees of the studio or of the 
vendor, the items may not be subject 
to tax. 


Recordings 

Phonographic recordings involve the 
same problems of cost accounting and 
determination of destination as printing 
plates and films. The distinction be- 
tween the cost of production as distinct 
from the physical pressings also is im- 
portant. 
552 


TV Production Costs 

Sales and use taxes have added to the 
many other problems encountered in 
television. Unlike radio, the studios 
make extensive charges for various tele- 
vision production items, such as the 
purchase or rental of properties, cos- 
tumes, scenery, studios, cameras, light- 
ing effects and other equipment. 
Whether the fact that these items of 
tangible personal property are used on 
television programs and reused there- 
after would in itself render them ex- 
empt from the sales tax, is a question 
still to be determined, The broadcasting 
companies generally have not charged 
the tax on these items, in some cases 
because they themselves have paid the 
tax on the purchase of the items. In 
order to clarify this difficult but impor- 
tant area, the tax attorneys of the larger 
broadcasting companies have been 
meeting and deliberating in an effort to 
reach a common understanding. From 
the standpoint of the broadcaster, 
agency, and client, the need for such an 
understanding is very great. 

Services 

One would not ordinarily expect a 
tax of this kind to be applied to services 
not directly involving the sale or rental 
of tangible personal property. Yet in 
examinations the City has alleged that 
many services are subject to the tax. 
In appropriate cases, this attitude 
should be challenged by the taxpayer. 
Services, such as that of a dressmaker 
making finished garments from mate- 
rials furnished by her customer are 
clearly subject to the tax under the 
Fabricating Amendment of 1942 pre- 
viously referred to. Taxability of many 
other services, however, is subject to 
serious question. 

Advertising agencies frequently en- 
gage industrial designers to perform 
extensive services in designing, arrang- 
ing, and furnishing rooms or sets for 
the purpose of taking photographs or 
the preparation of art work which will 
eventually be used in published adver- 
tisements. While the specific charge of 
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such designers for items of tangible 
personal property acquired for this pur- 
pose would be subject to the sales tax, 
in law and equity there seems no rea- 
sonable basis for applying the tax to a 
separate charge of the designer for his 
technical services. A less clear case 
may be made where the services of a 
photographer are billed independently 
of the charge for the finished negative 
or positive prints. Fees for models en- 
gaged by photographers or artists may 
he taxable but such fees should be ex- 
empt where the models are engaged in- 
dependently by the advertising agencies, 

Some organizations perform the 
services of obtaining bookings for the 
display of films or distribution of pub- 
icity literature for advertisers. If such 
rganizations take no part in the pro- 
luction of the films or literature and 
do not furnish operators for the projec- 
tors, the fees charged should not be 
subject to the tax. Other transactions 
of a questionable nature, which at times 
have been held to be taxable, include 
charges for transcriptions, translations, 
clippings and related services. On the 
other hand, in one case the City ex- 
empted irom tax the shipment into 
the City, for packaging purposes only, 
of articles subsequently sent outside 
the City for publicity purposes to edi- 
tors, radio stations and_ publication 
personnel. 


Agency Costs 

Purchases by advertising agencies 
for use in clients’ advertising no doubt 
constitute the bulk of agency transac- 
tions involving sales or use taxes. Even 
so, there are many purchases of agen- 
cies for their own account which pose 
tax questions. Costs of services per- 
formed by such organizations as 
Hooper, Nielson, Polk, Starch, and 
even Dow, Jones have been held to be 
taxable by some agents in spite of the 
non-taxable character of these services. 

The purchase of stationery and office 
supplies for delivery in the City is 
clearly taxable, but it is easy to over- 
look the application of the tax also to 
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printing, especially where the agency 
provides its own paper. Another tax- 
able transaction which is easy to over- 
look is the sale at retail of equipment 
or other materials to agency employees 
and others. 

Most reputable restaurants and ho- 
tels probably pay the City the proper 
tax on meals. Yet, where group din- 
ners and similar functions are billed 
without the specific identification of 
the applicable sales tax, agents have re- 
fused to recognize the payment of the 
tax. Wherever the taxpayer is confident 
that the tax has been included in the 
bill, he should strongly resist this atti- 
tude. 

The installation of equipment and 
the making of other leasehold improve- 
ments can evoke some difficult sales tax 
questions. The purchase of equipment 
as such is taxable, although improve- 
ments to real estate in the nature of 
fixtures are not taxable. Separate in- 
stallation costs of equipment are not 
taxable unless they are merged in the 
cost of the equipment. Whether a lease- 
hold improvement is a fixture or mov- 
able personal property is sometimes 
difficult to determine. The City will 
usually resolve such cases in its own 
favor. 


Billable Costs 

Charges to clients for services per- 
formed by agency personnel in the na- 
ture of layouts and copy, as well as re- 
search, publicity and merchandising 
activities, should not ordinarily subject 
the agency to the sales tax as vendor. 
In such cases, however, it is important 
that the agency maintain its strict 
agency position and not bill the client 
on a fixed price or package basis. This 
agency position is one which should be 
defended vigorously. 


New York City Gross Receipts Tax 

The principal problem encountered 
with the gross receipts or General Busi- 
ness Tax in New York City is the al- 
location of income or receipts between 
the City and other jurisdictions. Gen- 
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erally, the formula used for purposes 
of the New York State Franchise Tax 
will be acceptable. Fortunately, the 
City has sustained the position of agen- 
cies that gross billings to clients do not 
constitute taxable gross receipts, the 
tax applying only to the commissions 
thereon. Unlike the sales tax, the gross 
receipts tax would apply ordinarily to 
agencies on operating costs for re- 
search, publicity, etc., billable to clients. 

Those agencies having subsidiary 
companies for research, publicity, or 
other purposes should not overlook the 
fact that intercompany transactions per 
se are not exempt from tax. Charges 
by one affliated company to another 
for services rendered may be subject to 
the tax. 


New York State Franchise Tax 

The New York State Franchise Tax 
problems of agencies having offices in 
several states are generally similar to 
those encountered in other states, such 
as California. The gross income before 
allocation would ordinarily be similar 
to that reflected in the Federal Income 
Tax return. The principal problem is 
that of allocation of such income be- 
tween New York and other states. 
Care should be taken to identify those 
few items of gross income which may 
be treated differently for the franchise 
tax from their treatment for Federal 
purposes. 

Of the allocation factors, receipts, 
property, and compensation, the former 
may cause the most difficulty. Are in- 
come or receipts allocated to New York 
and other states on the basis of the 
location of the client’s principal place 


of business, the office of the agency 
servicing the client, or the place where 
the work is performed? This problem 
becomes acute in such cases as radio or 
television programs originating in one 
state on behalf of a client located in an- 
other state which may be serviced by 
the office of the agency located in still 
another state. The required statistical 
analysis of balance sheet data by loca- 
tions is ordinarily not so difficult. 


Conclusions 


In conclusion, I should like again to 
emphasize the growing extension of 
local taxes in this country, particularly 
since the war. The fact that the Federal 
taxes represent such a large proportion 
of the total national tax revenue does 
not make the financial and administra- 
tive burden of local taxes any easier. 

While simple in theory, sales and use 
taxes can become very complicated, 
since they are based on individual trans- 
actions being incurred daily. In the 
case of advertising agencies, it is: no 
relief that most of these taxes are in- 
curred in connection with purchases for 
clients which are billable to them. In 
fact, this situation imposes even greater 
responsibility on the agency. 

There are very few official opinions 
or rulings by New York City on the 
applicability of sales taxes to advertis- 
ing agencies. This situation may be 
good or bad. It at least leaves room 
for the exercise of judgment and rea- 
sonableness in the application of the 
tax, but also gives little guidance to the 
vendor, agency, and client in applying 
it to their everyday business. 
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Conducted by BENJAMIN Harrow, C.P.A. 


Real Estate Corporations—Tax on 
Gross Assets 


Under Section 182.1 every real es- 
tate corporation is required to pay an 
annual franchise tax of one-fourth of a 
mill, the basis being the full value of 
the gross assets of the corporation. 
What is meant by the full value of real 
estate? Before a 1941 amendment to 
the law, the basis was the actual value 
of the gross assets. The cost or book 
value does not necessarily represent 
the actual or full value of the property. 
In actual practice corporations will use 
cost or book values to determine the 
basis of the tax. However, such a value 
will not be accepted by the Tax Com- 
mission if it is lower than the assessed 
value. The report (Form 42 CT) filed 
by real estate companies requires the 
completion of Schedule F, which is an 
enumeration of all real estate held dur- 
ing the year and owned by the corpo- 
ration on December 31st; the cost of 
the property without deduction for de- 
preciation ; and the assessed valuation. 





BENJAMIN Harrow, C.P.A., has 
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tice as a certified public accountant 
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The Tax Commission sets up a pre- 
sumption that property is worth at 
least its assessed value. Even the as- 
sessed value is increased by the Tax 
Commission where assessments are 
made on a value considerably less than 
100%. 

While the gross or net income is not 
essential to the tax, the corporation is 
required to report the gross and net in- 
come for the calendar year (page 1, 
lines 5 and 6) and to attach a profit and 
loss statement. At Schedule B, page 2, 
the corporation submits a reconciliation 
of its surplus for the year. It had al- 
ways been our impression that this in- 
formation was relevant only as a check 
on any distributions made during the 
year by a corporation, which distribu- 
tions would be subject to the 2% tax 
on dividends. However, one of our 
members reports a new use by the Tax 
Commission of this information. In 
the situation submitted to us the Tax 
Commission used the information on 
income as a basis for determining the 
full value of the real estate. Here is 
the way it was done. Starting with net 
corporate income, the Tax Commission 
added to it the interest paid on mort- 
gages as well as salaries paid to officers. 
This revised net or rather intermediate 
net income was capitalized by using a 
factor of eight. The resulting figure 
was called the full value of the gross 
assets and since this figure was greater 
than the book value, or assessed value, 
or assessed value corrected by the 
equalization factor, the tax was com- 
puted on this result. 

This would appear to be a unique 
departure from former practice. We 
were at first frankly puzzled at what 
prompted this line of reasoning on the 
part of the Tax Commission. Then it 
dawned upon us that the administra- 
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tors of the real estate franchise tax 
section were applying an extension of 
the recent amendment to Article 9A 
concerning rented property to real es- 
tate corporations. It will be recalled 
that rented property is now includible 
in the property factor of the allocation 
formula. The value of rented property 
is considered to be eight times the 
rental. If that is an indication of value 
for business corporations, why not also 
for real estate companies? The elimi- 
nation of interest on mortgages and 
salaries of officers in determining net 
income from rents still puzzles us. To 
be sure such a computation does result 
in a “fuller” value for real estate, and 
the fuller the value the larger the tax. 
It must be admitted that income from 
property is a basis for the determina- 
tion of the value of property. Securities 
on the stock exchange reflect such valu- 
ations and the formula for the deter- 
mination of good will, particularly in 
estate tax cases, is based upon excess 
income over a period of years. The 
present application of such a formula 
to the franchise tax on real estate cor- 
porations is novel, 


Meaning of “Resident” under the 
Income Tax Law 


In the June issue of the New York 
State Tax Clinic! we discussed the 
case of an individual who considered 
himself a domiciled resident of New 
Jersey but who maintained a permanent 
place of abode in a hotel within the 
State of New York and spent more 
than seven months of the year within 
the State. We indicated that under the 
law such a person could be taxed upon 
his entire income just as if he were 
actually domiciled in this State. One 
of our members was quite startled by 
this and asks us to cite chapter and 
verse to back up our conclusions. 

Well, the law itself (Section 351) 
provides that the tax shall be imposed 
upon everv resident of the State, and 


1 Page 363. 


2 233 App. Div. 884; appeal dismissed, 262 
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Section 350.7 defines the term resident 
to include “any person who maintains 
a permanent place of abode within the 
State and spends in the aggregate more 
than seven months of the taxable year 
within the State, whether or not domi- 
ciled in the State during any portion 
of said period, and such a person shall 
be taxed the same as though he had 
been domiciled in the State during the 
entire taxable year.” Article 503 of the 
regulations explains what is meant by 
a permanent place of abode. The regu- 
lation starts with the statement that a 
person may be domiciled without the 
state and still be a resident for pur- 
poses of the tax. A permanent place of 
abode is a dwelling place permanently 
maintained by the taxpayer. A hotel 
room may be such an abode even 
though it is not actually used by the 
taxpayer at all times, provided the tax- 
payer spends an aggregate of more than 
seven months of the vear within the 
state. 

The constitutionality of this defini- 
tion of resident came before the State 
Courts in 1931 in People ex rel John D. 
Ryan v. State Tax Commission.2 The 
court held that the law gives a legiti- 
mate definition of the term “resident” 
and that there was no infringement of 
constitutional rights. 

Our member is also troubled by the 
fact that such a taxpayer may be sub- 
ject to tax on the same income in more 
than one state. That unfortunately is 
the fact. A resident is not permitted 
a credit against his New York tax for 
any tax paid on any portion of his in- 
come to another state. As long ago as 
1921 the Attorney General in an opin- 
ion stated that the credit allowance (to 
non-residents) will be denied where a 
taxpayer comes within the New York 
definition of “resident”, regardless of 
the fact that his home state taxes him 
as a resident during the same period. 
In 1945, the law was amended to allow 
a credit to residents for taxes paid to 
other states. This amendment was re- 
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pealed in 1946 and the 1945 amend- 
ment never became operative. 

A non-resident may take a credit 
against the New York tax if such in- 
come is also taxed in the state of resi- 
dence, provided the home state grants 
a similar credit to New York residents 
or provided the home state taxes its 
own residents and exempts residents 
of New York. 

Unemployment Insurance Claims 

The Industrial Commissioner has is- 
sued a revision of Regulation 28 which 
is intended to control more effectively 
claims made for benefits under the Un- 
employment Insurance law, particular- 
lv in the case of individuals who are 
not qualified to receive benefits. The 
amended regulation took effect on July 
Ist. 

Until now, notice of the filing of a 
claim for benefits was sent to the appli- 
cant’s most recent employer. Under the 
revised regulation notice will be sent to 
all employers who have a financial in- 
terest in the claim. The merit rating 
of all employers during the base year 
is affected by benefits paid to em- 
ployees. 

A Record of Employment slip will 
be given to every employee upon dis- 
missal, lay off or resignation. This 
record is a notice that the employee has 
a right to apply for unemployment in- 
surance. The slips will be returned to 
interested employers whenever an em- 
ployee files a claim for benefits. It is 
hoped that the use of such a record will 
give employers an opportunity either 
to offer suitable reemployment to an 
applicant or to give the Division of 
Placement any facts that might be a 
basis for disqualification for benefits 
under the law. Unemployment benefits 
are payable only to insured workers 
who are capable of work, who. hold 
themselves available for work, and who 
are willing to accept whatever suitable 
work is offered to them. Benefit rights 
of an employee are suspended if the 
employee lost his job because of a labor 
dispute, misconduct, or voluntary resig- 
nation without good cause. 
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Stock Transfer Tax 


A, B and C are partners engaged in 
the business of buying and selling secu- 
rities. C retires from the firm during 
the taxable year and D is admitted to 
the firm as a new partner. Do these 
changes in the partnership involve any 
taxable transfers of securities held by 
the firm of A, B and C? 

In the actual situation presented to 
us A and B paid C for his capital in- 
terest upon his retirement. C’s with- 
drawal resulted in a dissolution of the 
partnership. The assets of the firm in- 
cluding the securities were distributed 
in kind to A and B who thereupon re- 
transferred them to the new firm upon 
the admission of D. 

The transfer of stock from a partner- 
ship to a partner is a taxable transfer. 
So is a transfer from a partner to a 
partnership. The regulations under 
Section 270 of the Transfer Tax Law 
further provide that a transaction is 
taxable whether the holder of the shares 
is invested with the beneficial interest 
or legal title to them or merely with 
possession or use for any purpose. 


Proposed Revenue Act of 1950— 
New York State Income Tax 
Implications 


H. R. 8920 has recently been re- 
ported out by the House Ways and 
Means Committee. Since the New 
York State Income Tax law generally 
follows the federal law it may be of in- 
terest to discuss some of the new pro- 
posals in the federal law. 

It is proposed to withhold at the 
source 10% of dividends paid to stock- 
holders. The Ways and Means Com- 
mittee reports that a substantial per- 
centage of dividends paid out by cor- 
porations is not declared as taxable 
income. In 1947, corporatons paid out 
about $6.5 billion in net cash dividends. 
Individuals and fiduciaries in that year 
reported $5.3 billion. It is estimated 
that about $300 million was paid to 
tax-exempt institutions and to indi- 
viduals with income below the filing 
requirement. Current unreported divi- 
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dends amount to about $1 billion an- 
nually. It is estimated that about $170 
million annually would be collected 
through a withholding provision. 

This is a startling disclosure and 
certainly merits the attention of the tax 
collector. It is a “loophole” that should 
be closed. If such a large amount of 
income is escaping taxation, rates must 
be increased to make up the revenue 
loss at the ultimate expense of the more 
honest and conscientious taxpayers. 

Undoubtedly the State, too, is losing 
considerable revenue through the care- 
lessness, shall we say, on the part of 
those taxpayers who fail to report all 
their dividend income. Under the pres- 
ent law only salaries, wages, commis- 
sions and other fixed and determinable 
annual and periodic compensation of 
non-residents are subject to the with- 
holding provisions. Dividends paid to 
non-residents by New York corpora- 
tions are not taxable. There are no 
withholding requirements in the case of 
residents. However information re- 
turns are required on Forms 105 and 
106 of all amounts paid or credited to 
taxpayers in the nature of personal 
service compensation of $1,100 or more 
if the taxpayer is single, or $2,750 if 
married (Reg., Art. 281). 

According to Article 288, dividend 
payments need not be reported on re- 
turns of information although Article 
287 provides that “every domestic or 
registered foreign corporation shall 
render a return of its payments of divi- 
dends to resident stockholders” 
when directed by the Tax Commission. 


Capital Gains and Losses 


Under Section 117(j) of the In- 
ternal Revenue Code gains from the 
sale of depreciable assets and land held 
for more than six months and used in 
a taxpayer’s business are treated as 
long-term capital gains, but the aggre- 
gate net loss from the sale of such prop- 
erty is treated as an ordinary loss. The 
committee proposed to treat such losses 
as capital losses and continue to treat 
gains as capital gains regardless of the 
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period for which the assets were held. 

The State has never had any provi- 
sion in the law comparable to Section 
117(j). Gain derived from sale of land 
or depreciable property used in a trade 
or business is treated as ordinary in- 
come. Under Section 250.12 such prop- 
erty is excluded from the definition of 
“capital assets.” 

The Committee proposes to reduce 
the holding period for long-term capital 
gains and losses from six months to 
three months. Under the State Income 
tax law there is no holding period re- 
quirement. All capital gains are sepa- 
rately taxed at one-half the rates ap- 
plicable to ordinary income. 


Installment Payments of Life 

Insurance 

The proceeds of a life itsurance 
policy paid by reason of the death of 
the insured are exempt from tax. This 
provision has been interpreted to ex- 
clude from tax the entire amount of 
periodic payments paid in installments, 
even though the payments exceed the 
face amount of the policy payable at 
the death of the insured. The Commit- 
tee proposes to tax the interest element 
in each installment. It points out that 
if the proceeds of the policy were paid 
in a lump sum and left on deposit with 
the insurance company the interest 
earned after death would be taxable in- 
come to the beneficiary. Under the 
proposed provision, the amount that 
would be payable in a lump sum im- 
mediately after the death of the insured 
would be divided by the total number 
of installments. The result would rep- 
resent the exempt portion of each in- 
stallment payment. The excess over 
this amount would be taxable income. 
Where installment payments are to 
continue for the life of the beneficiary, 
the total annual installments would be 
based upon the life expectancy of the 
beneficiary. 

The present rule under the state law 
is the same as the federal. The pro- 
posed change is similar to the state law 
that was in effect until it was revised 
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in December, 1946. If the proposed 
Federal rule is changed, the State rule 
will probably be changed also. 


Dividends out of Pre-1913 earnings 


Dividends paid out of corporate 
-arnings or profits accumulated before 
March 1, 1913, are now exempt from 
tax as ordinary income. Such dividends 
reduce the basis of the stock in the 
hands of the stockholder. The Ways 
and Means Committee feels that this 
exemption is not required by the con- 
stitution as interpreted in the case of 
Lynch v. Hornby,’ and now proposes 
to tax such dividends as ordinary in- 
come, the same as any dividend paid 
out of surplus. 

The State has never been squeamish 
about taxing dividends. The first state 
Income Tax Law became effective on 
January 1, 1919, but the regulations 
(Article 61) tax all dividends regard- 
less of when the earnings or profits out 
of which they were paid were accumu- 
lated. 


Estate Tax—Deductibility of 
Attorney’s Fees and Expenses 


A decedent created a revocable trust 
during her life which was to continue 
after her death. After the decedent’s 
death the trustees filed an account 
which was approved by the Court. The 
account set forth a claim for an at- 
torney’s fee of $5,000, filing and other 
expenses of $125.50 and trustee’s com- 
missions of $9,170.48. 

The value of the trust was included 
in the gross estate but deductions were 
claimed for the attorney’s fee, expenses, 
and trustee’s commissions. The trus- 
tee’s commissions were allowed as a 
deduction by the Commissioner, but the 
attorney’s fee and expenses were dis- 
allowed and the Tax Court sustained 
the Commissioner. The case was ap- 
pealed to the Circuit Court* which re- 
versed the Tax Court. 


3 247 U.S. 339. 


The Court said it was incongruous 
to disregard the expenses involved in 
determining the net estate if the corpus 
of a trust is to be included in the gross 
estate. In administering the trust it 
was necessary to have an accounting 
after the decedent’s death. The at- 
torney’s fees did not represent an al- 
lowance for future fees. They repre- 
sented necessary fees arising out of the 
administration of the trust up to the 
date of death of the decedent. The 
Court did not determine whether the 
fees and expenses were deductible as 
expenses of administration of the de- 
cedent’s estate or whether they affected 
by way of diminution the value of the 
trust corpus includible in the gross es- 
tate. The result, of course, was the 
same. Earlier decisions upon which 
the Commissioner and the Tax Court 
relied were distinguished by this Court. 


Estate Tax—Deductions for Debts, 
Funeral and Administration 
Expenses 
Such deductions are allowed in ar- 

riving at the net taxable estate, but 

under Section 812b of the Internal 

Revenue Code and Section 249-s(1) of 

the New York Estate Tax law the de- 

duction allowed may not be in excess 
of the value of the “property subject 
to claims” includible in the gross estate. 

In an interesting Tax Court case? 

jointly owned property in the amount 

of about $236,000 was included in 
the gross estate. In his own name, 
the decedent owned property valued 
at about $26,000. Deductions from 
the gross estate for debts, funeral, 
and administration expenses totalled 
$62,000. The Commmissioner, how- 
ever, allowed as a deduction only 
about $26,000, an amount equal to the 
value of the property held by the de- 
cedent in his own name. The jointly 
held property went to the decedent's 
wife by survivorship and not through 
(Continued on page 568) 


4 Estate of Elizabeth W. Haggart, Dec'd. v. Com’r., Ct. of Appeals, Third Circuit, June 


5, 1950, reversing the Tax Court. 


5 Estate of Samuel Hirsch, Dee'd. v. Com’r., 14 T.C., No. 62; March 30, 1950. 
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Conducted by Louts H. Rappaport, C.P.A. 


Proposed Revision of Regulation S-X 


aera of these pages may recall 

that a revision of Regulation S-X 
has been under consideration by the 
SEC for some time. (Regulation S-X 
is the principal accounting regulation 
of the SEC in its administration of the 
Securities Act of 1933, the Securities 
xchange Act of 1934 and the Invest- 
ment Company Act of 1940.) In Sep- 
tember, 1949, a preliminary draft of a 
proposed revision was circulated among 
a relatively small number of persons 
for comments and suggestions. The 
Commision on July 12, 1950, formally 
announced a proposal to amend Reg- 
ulation S-X and asked for comments 
on the proposed amendment by August 
21, 1950, if practicable. 

It was known that a number of the 
proposals in the 1949 draft were in 
the nature of trial balloons, and many 
of them have been dropped in the cur- 
rent draft of the revision. The most 
important provisions of the present 
draft of the revision in Regulation 
S-X are set forth below. Certain of 
the proposed new rules now exist in 
Accounting Series Releases of the SEC. 
Their incorporation in the revised reg- 
ulation is merely for convenience. This 
article will not refer to revisions of Reg- 
ulation S-X arising from that source. 





Louis H. Rappaport, C.P.A., has 
been a member of the Society since 
1933. He is a partner in the firm of 
Lybrand, Ross Bros. & Montgom- 
ery, C.P.A’s., and is also a member 
of the American Institute of Ac- 
countants and of the American 
Accounting Association. 
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Accountants’ Certificate Where the 
Examination Was Made by More 
Than One Accountant 


In the case of a company having 
branches or subsidiaries in other cities 
or abroad, it frequently happens that 
the principal accountant who certifies 
the over-all or consolidated statements 
does not audit all the branches or sub- 
sidiaries included in those statements. 
The examination of such branches or 
subsidiaries may have been made by 
other accountants. Sometimes the prin- 
cipal accountant will refer to the exam- 
inations by other accountants, some- 
times he will not, depending on a num- 
ber of factors, such as (1) who engaged 
the other accountants, (2) who receives 
their report, (3) whether the working 
papers accompany the report, (4) 
whether the principal accountant deter- 
mines the scope of the examination to 
be made by the other accountants, and 
(5) whether he reviews the work done 
by them and their findings. 

In certificates filed with the SEC 
which disclosed that part of the exam- 
ination had been made by others than 
the principal accountant, the Commis- 
sion kas required either (1) that the 
principal accountant assume responsi- 
bility for the examination made by 
such other accountants in the same 
manner as though he had done the 
work, or (2) furnish the certificates 
of such other accountants. It should 
be remembered, however, that the ex- 
amination may have been made by more 
than one accountant even though the 
certificate of the principal accountant 
does not so state. There are numerous 
cases where the principal accountant 
does not consider it necessary to say 
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in his certificate that a part of the exam- 
ination was made by others. 

The SEC proposes to adopt the fol- 
lowing new rule dealing with certifica- 
tion by more than one accountant : 


2-05. Certification of financial statements 
by more than one accountant. 

If any required examination of financial 
statements of any branches or consolidated 
subsidiaries of the registrant has been made 
by independent public accountants other 
than the principal accountants for the 
registrant, certificates of such other ac- 
countants prepared in accordance with rule 
2-02 should be furnished. However, in re- 
spect of such examinations relating to for- 
eign branches or foreign consolidated sub- 
sidiaries, or relating to domestic consoli- 
dated subsidiaries which in the aggregate 
are not significant, the certificates of the 
other accountants need not be furnished if 
the principal certifying accountants upon 
review, analysis, and investigation of re- 
ports of such other accountants have satis- 
fied themselves that the other accountants 
have in all respects met the requirements 
of this article and accept the report of such 
other accountants in the same manner as 
though the principal accountants had per- 
formed the audit, provided a definite state- 
ment to this effect is included in the cer- 
tificate of the principal accountants. 


Foreign Operations and 
Foreign Exchange 
The proposed revision of Regulation 
S-X contains two new rules as follows 
dealing with foreign exchange gains 
and losses and provision for decline 
in conversion values of foreign net cur- 
rent assets: 
3-09 (b) Realized losses or gains on for- 
eign exchange shall be charged or 
credited to income. 


(c) Provision for declines in conver- 
sion value of foreign net current 
assets shall be made from income. 


Persons familiar with Accounting Re- 
search Bulletin No. 32 (Income and 
Earned Surplus) of the American In- 
stitute of Accountants will observe a 
possible conflict between Rule 3-09 (c) 
above and that bulletin. 


Basis of Accounting for Assets 


The SEC proposes to adopt a new 
rule reading as follows 
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3-11 Basis of accounting for assets. 

(a) Except as otherwise specifically 
provided, accounting for all assets 
shall be based on cost. 

(b) Due consideration shall be given 
to evidence of loss or impairment 
of utility value and, where such 
evidence indicates an apparently 
permanent decline, recognition 
thereof shall be made by means 
of an appropriate write-down or 
by the establishment of an appro- 
priate reserve. 

The meaning of paragraph (a) is, to 
me at least, obscure. It raises a question 
as to whether certain practices which 
have hitherto been regarded as being in 
accordance with generally accepted 
principles of accounting will continue 
to be so regarded. For example: 

1. The practice of some corporations which 
currently adjust the value of invest- 
ments in subsidiaries to the indicated 
equity in underlying net assets. 

2. The required adjustment of plant 
values by public utilities to “origina! 
cost,” that is, cost to the first person 
devoting the property to public use. 
The carrying of intangible assets at 
nominal amounts where there has been 
no evidence of a decline in value. 


w& 


Capital Shares Sold, 
Offered or Optioned 


The rules in Regulation S-X relating 
to general notes to profit and loss state- 
ments would, under the proposed re- 
vision, be enlarged by the addition of 
the following : 

(d) Capital shares sold, offered for sale or 
optioned to officers, directors and em- 
plovees. 

A brief summary of each such transac- 
tion, including with respect to each cate- 
gory the number of shares and the price. 
Any excess of the fair value of (1) shares 
sold, at the date of sale, over the sales 
price, or (2) shares offered for sale, at 
the date the offer was accepted, over the 
offering price, or (3) shares optioned, at 
the date the option right became the prop- 
erty of the grantee, over the option price, 
should be reflected in the profit and loss 
statement as compensation. 


Accounting Research Bulletin No. 37 
of the American Institute of Account- 
ants deals with accounting for compen- 
sation in the form of stock options. 
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The provisions of that bulletin appear 
I . . . . . , 

to conflict with the Commission’s pro- 

posals in (1) and (2) above. 


Valuation and 

Qualifying Reserves 

Regulation S-X, as now in effect, 
contains the following provision (Rule 
3-11): 

Except as otherwise specifically provided, 
valuation and qualifying reserves (other than 
those created essentially for contingencies ) 
shall be shown separz itely in the statements 
as deductions from the specific assets to 
which they apply: Provided, however, That 
this rule need not be applied to the reserves 
for depreciation, depletion, amortization, 
or retirements provided by a public utility 
company in respect of its assets other than 
current assets. 

The proposed revision contains a simi- 
lar provision but eliminates the excep- 
tion which now exists in respect of the 
depreciation and similar reserves of 
public utilities. 


Long-Term Debt 


With respect to bonds, mortgages 
and similar debt the balance sheet re- 
quirements are proposed to be revised 
as follows: 


5-02-28 Bonds, mortgages and similar debt. 

State separately each issue or type of 
obligation. Show here, or in a note referred 
to herein, such information as will indicate 
(a) the general character of each type of 
debt, including the rate of interest; (b) the 
date of maturity, or if maturing serially, a 
brief indication of the serial maturities, 
such as “maturing serially from 1950 to 
1960”; (c) the aggregate amount of ma- 
turities each year for the 5 years following 
the date of the balance sheet; (d) if the 
payment of principal or interest is contin- 
gent, an appropriate indication of such 
contingency ; (e) a brief indication of prior- 
ity; and (f) if convertible, a statement to 
that effect. 


Similar information would be required 
in respect of other long-term debt. 


Defaults and Breach of Covenant 
Regulation S-X as now in effect re- 

quires a note to the balance sheet con- 

cerning any default in principal, inter- 
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est, sinking fund, or redemption 
provisions with respect to any issue of 
securities. The proposed revision of the 
regulation would extend these provi- 
sions to credit agreements. In addition 
the revision would require a notation 
of any breach of covenant of a related 
indenture or agreement. 


‘Pension and Retirement Plans 


The rules relating to general notes 
to balance sheets would be expanded by 
the addition of the following: 

(e) Pension and retirement plans.— 

(1) The terms and conditions of any 
employee pension or retirement plan shall 
be stated briefly. 

(2) Ifa plan legally may be discontinued 
at will and for this reason it has not been 
funded or otherwise provided for in the 
accounts the: estimated amount required to 
fund or otherwise provide for the past 
service cost of the plan, together with the 
estimated annual cost of the plan, shall be 
disclosed. 


The adoption of this rule should not re- 
sult in any significant change inasmuch 
as the Commission, as an administrative 
matter, has for some time been requir- 
ing substantially the same information 
in statements filed with it. 


Commitments 
The proposed revision of Regulation 
S-X also contains this new rule: 


3-20 Commitments. 

(a) If material in amount the pertinent 
facts relative to firm commitments for the 
acquisition of permanent investments and 
fixed assets and for the purchase, repur- 
chase, construction, or rental of assets 
under long-term leases shall be stated 
briefly in the balance sheet or in footnotes 
referred to therein. 

(b) Where the rental or obligations 
under long-term leases are material there 
shall be shown the amounts of annual rent- 
als under such leases with some indication 
of the periods for which they are payable, 
together with any important obligation as- 
sumed or guarantee made in connection 
therewith. If the rentals are conditional, 
state the minimum annual amounts. 

(c) If material in amount accrued net 
losses on commitments covering the pur- 
chase of goods for inventory, measured 
in the same manner as are inventory losses, 
and indicated permanent declines in utility 
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value of other assets subject to commit- 
ments, shall be recognized in the accounts. 


Surplus 


Regulation S-X as presently in effect 
requires that surplus in the balance 
sheet be shown according to the source 
thereof, but provides that 

if, in the accounts, separate balances for 
these are not shown at the beginning of 
the period of report, i.e., if the company has 
not, up to the beginning of the period of 
report, differentiated in its accounting for 
surplus as indicated above, then the un- 
segregated items may be stated in one 
amount. If the above segregation of sur- 
plus is not made, the account titles used 
shall be such as will indicate the general 
types of surplus included therein. 


This provision has been dropped from 
the proposed revision, which would 
seem to imply that if a corporation had 
not been able previously to make the 
segregation, it would now be compelled 
to do so. 

Another new provision of interest is 
the requirement that the surplus state- 
ment shall be shown “as a continuation 
of the related profit and loss statement.” 


Intercompany Profits and Losses 


The present regulation requires a 
balance sheet note, as to significant in- 
tercompany profits or losses included in 
inventory. The Commission proposes 
to revise this provision so as to elicit 
information as to the effect, if material, 
upon any balance sheet item of profits 
or losses resulting from transactions be- 
tween affiliated companies, 


Income Statement 


In relation to income statements the 
SEC proposes to adopt the following 
rules: 

(a) All items of profit and loss given 
recognition to in the accounts during the 


period covered by the profit and loss or 
income statements shall be included. 

(b) Only items entering into the deter- 
mination of net income or loss may be 
included. 


Paragraph (a) above seems to stem 
from the Commission’s preference for 
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the all-inclusive income statement and 
is at variance with the Institute’s Bul- 
letin (No. 32) on “Income and Earned 
Surplus” which permits certain items 
to be omitted from the income state- 
ment and, in certain cases, requires that 
they be so excluded. 


Instalment or Deferred Sales 


Regulation S-X now calls for a state- 
ment of the basis of taking profits into 
income where a material amount of 
sales is made on the instalment or other 
deferred basis. The revision of the 
regulation would extend this provision 
to sales of equipment long in process of 
manufacture. Presumably this is in- 
tended to cover contracts such as those 
for ships, which may be years in build- 
ing. 


Basis of Determining 
Asset Amounts 


The present regulation contains no 
requirement regarding a statement of 
the basis at which certain asset amounts 
are carried, e.g., fixed and intangible 
assets and investments in affiliates. The 
proposed revision corrects this situa- 
tion. 


Analysis of Fixed Assets 


The proposed revision requires that 
each major class or functional grouping 
of property, plant and equipment be 
shown separately in the balance sheet, 
if practicable. The present regulation 
contains no such provision, although 
the breakdown is required in the sup- 
porting schedule of property, plant and 
equipment. 


Method of Amortization of 
Prepaid Expenses and 
Organization Expenses 
A new requirement in the proposed 
revision of Regulation S-X is a state- 
ment of the method of amortization of: 
1. Prepaid expenses and other deferred 
items. 
2. Organization expenses. 
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Conducted by Lewis Gtuick, C.P.A. 


Kid: Well, Philo, did you take the 
Shoptalker’s advice about doing some 
good reading? 

Philo: JT didn’t need his advice, and 
yes. 

Oldtimer: Meaning what? 

Philo: 1 got hold of a book pub- 
lished in London last year. It is titled 
“The Making and Meaning of Words,” 
and I found a mighty fine specimen for 
our profession. “A candidate in an ex- 
amination is literally a white-robed per- 
son being weighed in the balances. 
Candidate is derived from the Latin 
adjective candidus which means white 
(office seekers in Rome wore white 
togas) and the Latin examen meant the 
tongue of a balance.” 

Oldtimer: Good for you. 

Shoptalker: Ah, Law. You made it! 

Oldtimer: You two have something 
special on? 

Law: Indeed we have. Shoptalker 
and | disagree on a tax matter and we 
decided that if this gang would let us, 
wed present it, and try to get the con- 
sensus. So you set the scene, Shoppy, 
old boy. 

Shoptalker: Well, it started with the 
firm of Andrew, Burton and Coben. 
Coben, hard pressed for funds from cir- 





Lewis GLuick, C.P.A., who has 
been a member of our Society since 
1924, has resumed the practice of 
accountancy in the East. 

Mr. Gluick, who had been writing 
under the name of The Shoptalker 
in other magazines since 1928, re- 
cently brought his group of Shop- 
talkers to our columns. We would 
welcome your acceptance of his in- 
vitation to participate in the discus- 
sions. 
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cumstances totally unrelated to the 
business, sold out to his partners at a 
sharp discount. The firm’s bookkeeper 
made this entry: debit Coben, Capital 
account $14,000; credit Cash $12,000 
and Profit and Loss $2,000. About a 
week later, when I entered the picture, 
as an accountant, I saw that the entry 
was not quite correct. If the two thou- 
sand were left in Profit and Loss it 
would be lost track of and distort the 
true trading profit. So I had it dis- 
tributed to Andrew and Burton in their 
respective ratios. Up to that point it 
seemed simple. Then the tax angle 
intruded. 

Question: Did Andrew and Burton 
have a taxable profit on the deal? Re- 
member, they continued the business 
just as before. 

Law: That’s where I came in. I 
don’t see any profit, taxable or other- 
wise. True, Andrew and Burton did 
increase their equities by the amount of 
Coben’s loss, and there is no doubt that 
he had one. But they have realized 
nothing. The profit, if any, is purely 
contingent, and therefore, not taxable. 
But Shoppy acted like a revenue agent. 
He claims that the old firm was dis- 
solved by Coben’s withdrawal ; and that 
the new firm, taking over the assets and 
assuming the liabilities, is a new entity. 
Therefore, Andrew and Burton did 
realize gain in the transfer, even though 
they drew out nothing. 

Oldtimer: That’s a nice point. Find 
any case law on the matter? 

Law: Not yet. The Alan Lehman 
case gives me something to work from, 
rather than with. You recall that there 
was an agreement that the death 
of a partner did not dissolve the firm. 
And in this case there was a similar 
agreement in the articles which I drew. 
Granted that Coben is still very much 
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alive, nevertheless the old firm con- 
tinued without him. He was only a 
minor partner anyhow. No new firm 
was really formed. 

Shoptalker: But you've carefully 
omitted the point on which we almost 
came to blows. 

Law: All right, if you insist. Con- 
ceding, but only for the sake of argu- 
ment, that the revenue agent might as- 
sert a capital gain against Andrew and 
Burton, that could be quite easily by- 
passed. Depreciation taken and allowed 
is rarely up to the actual. The firm had 
taken great care to have its rates set so 
that the Treasury would not contest 
them, and had succeeded up to now. 
Therefore, if a new firm had been 
formed, in substance as well as theory, 
why not have the assets revalued in ac- 
cordance with present, actual values? 
Informal estimates indicate that the 
write-off would be more than the 
$2,000. 

Oldtimer: Not bad procedure, but 
would it not be cheaper to pay the tax, 
if any, than to pay the fee for a really 
competent appraiser? ; 

Law: Yes, and no. Andrew is ina 
high tax bracket for one thing. For an- 
other, I’m a great believer in periodic 
appraisals. Their value transcends tax 
considerations. 

Shoptalker: T concur on that. And, 
in essence, the whole amount is hardly 
worth the time we’ve given it. But the 
basic theory is more important than the 
dollar sign. Supposing Coben’s loss 
had been ten or twenty thousand ? 

Oldtimer: I see what you mean. 

Shoptalker: But I want to get in my 
prime objection to Law’s idea. In my 
experience most partnership dissolu- 
tions do bring to light overstated assets 
and understated liabilities. In such 
cases Law’s idea squares with the facts. 
The trouble with Andrew and Burton 


is that absolutely nothing was said or 
implied about revaluation. Coben didn’t 
want to get out; he needed to get out. 
The merchandise inventory was taken 
overnight, without observation by an 
auditor, and agreed to by all the part- 
ners, which is all that was necessary. 
Accruals were made by the bookkeeper, 
the profit and loss computed and dis- 
tributed to the partner's accounts, and 
Coben was paid out. In the face of 
those facts, for Law to insert a revalua- 
tion, no matter how exact, would be 
drawing a red herring across a clear 
trail. And I don’t think any revenue 
man would allow it. 

Oldtimer: In my opinion there isn’t 
any question but that the Shoptalker is 
right in that last premise. But whether 
the Revenue Agent would be sustained 
in Tax Court is another matter. Are 
you prepared to take it that far, Law? 

Law: I’d like to, but I fear my clients 
would not want to bear the effort and 
court costs, even though I got no fee. 

Oldtimer: There’s the rub. Now 
what do you gentlemen think of it? 

(At the end of more than half an 
hour of active discussion, nothing like 
an agreement had been reached. So the 
Shoptalker invites one and all to submit 
their opinions. And then Philo got the 
floor. ) 

Philo: Speaking of fees, as Law was, 
I wonder if anybody hera knows the 
real meaning of the word. (No one re- 
plied.) Well, it was a surprise to me 
when I found it in Mr. Vallin’s book. 
The Anglo-Saxon feoh meant cattle. 
We have a parallel to it in Latin, where 
the word for cattle is pecus, from which 
we derive pecuniary, meaning money. 

Law: Very instructive. 


(N. B. For a fine discussion of a similar 
problem, from the accounting angle only, see 
page 150 of the August, 1950, Journal of 
Accountancy.) 
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A Note on New York State Unemploy- 


| ment Insurance Taxes 











By SAMugEt S. Ress 


Salary Payments During Illness Held Not Taxable 


EW YORK STATE Unemployment 
Insurance contributions need not 
be made on any payments to an em- 
ployee while he is ill, even though the 
payment was made directly to the em- 
ployee by the employer under a com- 
pany plan to continue the payment of 
full salaries to sick employees. This 
rule enunciated by the New York 
State Unemployment Insurance Appeal 
Board, in a decision handed down on 
December 30, 1949, in Appeal Board 
Case #20,577-49, 71-229-49R, becomes 
more important today in the light of the 
new New York State Disability Bene- 
fits Law. 
In the case before the Appeal Board, 
the employer appealed from the ref- 
eree’s decision. The referee had held 





SAMUEL S. Ress has been an As- 
sociate Member of our Society since 
1936. He is a member of the New 
York Bar and holds the Juris Doctor 
degree from the New York Univer- 
sity School of Law, and the B.B.A. 
degree from The City College (New 
York) School of Business and Civic 
Administration. He is a tax consult- 
ant and has been a specialist in the 
payroll tax field since the inception 
of Social Security and Unemploy- 
ment Insurance Laws in 1936. He 
has drafted legislation related to un- 
employment insurance, health insur- 
ance, wages and hours and work- 
men’s compensation. 

Dr. Ress, who has written a num- 
ber of articles which have appeared 
in The New York Certified Public 
Accountant, is a member of the 
Society’s Committees on Clothing 
Manufacturing Accounting and on 
Labor-Management Relations. 
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that $224.41 paid to an employee who 
had been denied unemployment insur- 
ance benefits because of insufficient 
wages during his base year, did not 
come within the purview of section 
517.2 of the Labor Law and constituted 
remuneration with which the unem- 
ployment insurance benefit claimant 
was entitled to be credited. 

Section 517.2 of the New York State 
Unemployment Insurance Law pro- 
vides : 

“2. Exclusions. Remuneration does not 

include : 
(a) The amount of any payment made to, 
or on behalf of, any employee under a 
plan or system established by an employer 
which makes provision for his employees 
generally or for a class or classes of his 
employees including any amount paid by 
an employer for insurance or annuities, or 
into a fund, to provide for any such pay- 
ment, on account of retirement, or sickness 
or accident disability, or medical and hos- 
pitalization expenses in connection with 
sickness or accident disability, or death, 
provided the employee has no option to re- 
ceive instead of provision for such death 
benefit, any part of such payment, or, if 
such death benefit is insured, any part of 
the premiums or contributions to premiums 
paid by his employer, and has no right, 
under the provisions of the plan or system 
or policy of insurance providing for such 
death benefit, te assign such benefit, or to 
receive a cash consideration in lieu of such 
benefit either upon his withdrawal from 
the plan or system providing for such bene- 
fit or upon termination of such plan or 
system or policy of insurance or of his 
employment with such employer.” (Em- 
phasis supplied.) 

The claimant had been employed as 
a fireman in a steel plant for 8 years 
when he suffered a heart attack. He did 
not return to work after his illness. 
While he was out he _ received 
$148.68 for vacation pay and a sal- 
ary adjustment. In addition he re- 
ceived $224.41 from the employer 
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A Note on New 


in “sick pay.” These payments 
followed a plan in force during 
1947 which had been established and 
was financed entirely by the employer. 
This plan provided for the payment of 
allowances in lieu of wages to all sal- 
aried employees who are absent and 
unable to work because of personal ill- 
ness or non-industrial accident. Under 
this plan the claimant was entitled to 
receive 30 days pay at his usual rate 
of wage. The employer did not report 
the sick pay as part of claimant's earn- 
ings. The claimant required credit for 
these payments as additional earnings 
in covered employment in the base year 
1947 in order to qualify for benefits. 

The Appeal Board held that the ref- 
eree erred in considering as taxable 
remuneration, the $224.41 paid to 
claimant during his illness. They ruled 
that the $224.41 “. represented al- 
lowances paid to claimant under a com- 
pany plan which made provision for pay- 
ments on account of sickness to salaried 
employees of the employer and clearly 
falls within the provisions of the above 
section, excluding payments of this na- 
ture from the definition of remunera- 
tion , 

Many employers have followed the 
practice over the years of paying certain 
groups of employees, such as executives 
and administrative and other employ- 
ees, their full salaries during periods of 
illness or disability. The Chairman of 
the Workmen’s Compensation Board 
which administers the New York State 
Disability Benefits Law has indicated 
that employers who pay full salaries to 
all employees or to a class of employees 
during periods of illness, may submit 
such a plan for approval as a private 
plan or as a self-insurer, pursuant to 
the provisions of section 211, subdivi- 
sions 3, 4, and 6. 

“Section 211. Provision for payment of 
benefits. A covered employer shall with his 
own contributions and the contributions of 
his employees, provide disability benefits to 
his employees in one or more of the fol- 
lowing ways: 

“3. by furnishing satisfactory proof to 
the chairman of his financial ability to pay 
such benefits, in which case the chairman 
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shall require the deposit of such securities 
as the chairman may deem necessary of the 
kind prescribed in subdivisions one, two, 
three, four and five and paragraph a of 
subdivision seven of section two hundred 
thirty-five of the banking law or the filing 
of the bond of a surety company author- 
ized to do business in this state, conditioned 
on the payment by the employer of his 
obligations under this article and in form 
approved by the chairman. 


“The amount of deposit or of the penal 
sum of the bond shall be determined by the 
chairman and shall not be less than one- 
half the estimated contributions of the em- 
ployees of the employer for the ensuing year 
or one-half of the contributions of the em- 
ployees which would have been paid by the 
employees during the preceding year, 
whichever is the greater, or if such amount 
is more than fifty thousand dollars an 
amount not less than fifty thousand dollars. 
The chairman shall have authority to deny 
an application to provide benefits pursuant 
to this subdivision or to revoke approval 
at any time for good cause shown. In the 
case of an employ er who maintains a de- 
posit of securities in accordance with sub- 
division three of section fifty of this 
chapter, the chairman may reduce the 
amount of the deposit or of ‘the penal sum 
of the bond, provided the securities de- 
posited by or for such employer under 
subdivision three of section fifty of this 
chapter are, by agreement satisfactory to 
the chairman, made available for the pay- 
ment of unpaid benefits under this article 
with respect to obligations incurred for 
disabilities commencing prior to the effec- 
tive date of such revocation ... 


“4 by a plan in existence on the effec- 
tive date of this article. If on the effective 
date of this article the employees of a 
covered employer or any class or classes of 
such employees are entitled to receive dis- 
ability benefits under a plan or agreement 
which remains in effect on July first, nine- 
teen hundred fifty, the employer, subject 
to the requirements of this section, shall 
be relieved of responsibility for making 
provision for benefit payments required 
under this article until the earliest date, 
determined by the chairman for the pur- 
poses of this article, upon which the em- 
ployer shall have the right to discontinue 
the provisions thereof or to discontinue his 
contributions towards the cost . 


ae Any other plan or agreement in 
existence on the effective date of this article 
which the employer may by his sole act, 
terminate at any time, or with respect to 
which he is not obligated to continue for 
any period to make contributions, may be 
accepted by the chairman as satisfying the 
obligation to provide for the payment of 
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benefits under this article if such plan or 
agreement provides benefits at least as fav- 
orable as the disability benefits provided by 
this article... 

“During any period in which any plan 
or agreement or extension thereof author- 
ized under this subdivision provides for 
payment of benefits under this article, the 
responsibility of the employer and the obli- 
gations and benefits of the employees shall 
be as provided in said plan or agreement 
rather than as provided under this article, 
other than the benefits provided in section 
two hundred seven, and provided the em- 
ployer or carrier has agreed to pay the 
assessments described in sections two hun- 
dred twenty-eight . . . 

“Any such plan or agreement may be 
extended with or without modification, pro- 
vided the benefits under such plan or agree- 
ment, as extended or modified, shall be 
found by the chairman to be at least as 
favorable as the benefits provided by this 
article.” 

rea * * 

“6. if any plan or agreement authorized 
under subidvisions four and five of this 
section covers less than all of the emloyees 
of a covered employer, the provisions of 


this article shall apply with respect to his 
remaining employees not covered under 
such plan or agreement. 

“The chairman may make reasonable 
regulations for the filing under subdivi- 
sions four and five of this section of plans 
and agreements to provide for the payment 
of benefits under this article.” 


It is submitted that payments made 
to sick employees under circumstances 
similar to those set forth in the afore- 
mentioned Appeal Board case, relating 
to the New York State Unemployment 
Insurance Law, would likewise be ex- 
empt from the provisions of the Federal 
Insurance Contributions Act and the 
Federal Unemployment Tax Act, 
which exempts from payroll taxes pay- 
ments made by an employer for sick- 
ness, injury, medical and hospitaliza- 
tion benefits paid to or on behalf of an 
employee under a workmen’s compen- 
sation law, an insurance plan or certain 


employer plans. 
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(Continued from page 559) 


the decedent’s estate. Therefore, ar- 
gued the Commissioner, the jointly 
held property was not property subject 
to claims of creditors and hence the 
deduction was limited by the provisions 
of Internal Revenue Code, Section 
812(b). 

The Court decided that jointly held 
property was subject to claims of cred- 
itors even though it passed directly by 
survivorship. Until his death the de- 
cedent possessed assets (including the 
jointly held property) subject to cred- 
itor’s claims. Several New York cases® 
were cited upholding the right of cred- 
itors to reach funds deposited by a 
decedent in a “Totten Trust”. Up to 
the instant of his death the decedent 
could have withdrawn the money and 
used it. Under New York law a trans- 
fer of property by survivorship through 
a joint account might constitute a 
transfer rendering an estate insolvent 
as to creditors. In another New York 
case,’ the Court held that through the 
creation of a joint estate with his wife, 








it is presumed that a husband intended 
to benefit his wife with the ownership 
of the property upon his death, subject 
only to possible rights of creditors. 
“And during his life, the husband re- 
tains his complete ownership, control, 
and right of disposition therein enforce- 
able against him.” 

The Court goes on to say that even 
if the husband intended to make a com- 
plete and irrevocable inter vivos gift 
of a one-half interest in the property 
to his wife, the remaining one-half in- 
terest still vested in him. So far as 
creditors were concerned, decedent's 
death was the event that gave the wife 
the full interest in the jointly held as- 
sets and this for the first time rendered 
the estate insolvent as to creditor’s 
claims. Under New York law, dece- 
dent’s creditors could have compelled 
the wife as executrix to bring into the 
estate a sufficient part of the joint as- 
sets to satisfy claims against the estate. 
Therefore, the joint assets constituted 
property subject to claims. 


6 Beakes Dairy Co. v. Berns, 112 N.Y.S. 529; In re Winherg’s Estate, 296 N.Y.S. 7. 
’ Belfanc v. Belfanc, 300 N.Y.S. 319; aff’d., 278 N.Y. 563. 
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FEDERAL INCOME, 
ESTATE & GIFT TAX LAWS, 
CORRELATED 


© 
THE INTERNAL REVENUE 
CODE PROVISIONS 


| Covering Income, Estate and Gift Taxes 
| in effect from 1944 to 1949 are corre- 





i lated, bringing the author’s correlated 
| tax laws up to date. 


ALL AMENDMENTS 


Since January 1, 1944, are inserted in 


j different kinds of type showing exact 


language of amended sections before and 


4} after amendment. 


YEAR AND SOURCE OF ORIGIN 


| Of each Income, Estate and Gift Tax 


| Section are shown with 


CROSS REFERENCES 
To the author’s Second and Eighth Edi- 


1 tions (which have been reprinted in one 
# volume) and to his Ninth Edition where 


| each such section as originally enacted 


'} in prior Revenue Acts may be read. 


| Across the eight corresponding pages of 
these three former editions and the new 


Tenth Edition. 
THE LEGISLATIVE HISTORY 


Of any given provision of the Code cov- 
ering Income, Estate and Gift Taxes from 
1913 to 1949 may be traced instantly by 
reading and comparing the exact lan- 
guage in effect during these 37 years. 


| SECOND & EIGHTH EDITIONS (1913-1938) 


NINTH EDITION (1939-1943) 
NEW TENTH EDITION (1943-1949) 


NOW AVAILABLE IN THREE VOLUMES 


Price $35.00 Per Volume 
All 3 Volumes in One Order, $90.00 


TAX LAW PUBLISHING CO. 


Continental Bldg. Washington 5, D. C. 
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ACCOUNTANTS 


You and your clients can now 
join our 1% million insureds 





Save yp 70 
20% on 


AUTO 
INSURANCE 


SE 


Private Passenger Autos 
Local & Long Haul Trucks 


V REDUCED RATES 


Authorized by the New York State Insur- 
ance Department. 


V NON-ASSESSABLE 


Standard policies backed by 
$47,000,000 in assets. 


V IMMEDIATE SERVICE 


Call CYpress 2-4844 or LUxembourg 
2-1930. Ask for Martin Bernstein for 
Prompt Friendly Service. 





over 


MARTIN BERNSTEIN, AGENT 
23 W. 45 St., New York19,N. Y. 
| am interested in further details 
about your auto insurance. 


Name 
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Farm Bureau Mutual Auto Insurance Co. 


Home Office * * Columbus, Ohio 
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1. An exclusive combination of time-and-money-saving advantages 4 
lets this new National Accounting machine cut accounting costs 

so sharply that savings often pay for the entire equipment within 

a year! 

2. It also gives more money-making information about your 
business—facts most business men have always wanted, but 

many never had. 


A small or medium-size business can handle all its accounting on one 
National Multiple-Duty model. Larger concerns use batteries. 

Let our representative check your accounting set-up, and show 

you how much National Mechanized Accounting will save. 
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